


Folgen dy 
tlag Kop. 
M. 9. 
all, A. H 
al Authop. 
and Cop. 


Services 
“ompany, 











HARVARD 
BUSINESS REVIEW 


Summer 


1939 


Volume XVII 
No. 4 


PRICING POLICIES IN THE AUTOMOBILE INDUSTRY 


BY HOMER B. VANDERBLUE 


STUDY of pricing policies in the 
automobile industry represents 
an analysis of a special case in 

the pricing of consumers’ durable goods. 
The use, functions, and market charac- 
teristics of this particular consumers’ 
durable good set it off from practically 
all others and necessarily affect the 
conditions under which it is produced 
and priced. 

Mass production and standardization 
of parts have not only made possible 
the great price reductions and quality 
improvements in the automobile for the 
past generation. They were also inevit- 
able adjuncts of a commodity which 
was to be used on a large scale for 
nation-wide transportation. The car 
owner wants to be able to secure the 
same parts and services in Maine as in 
California; and he can. This of course 
affects not only the utility of a car but 
its marketability. The car which has 
spent the first few years of its life in 
Maine can be driven to California and 
spend the rest of its life there. No other 
high-priced consumer good has both 


the physical and the economic mobility 
of an automobile. It is at the opposite 
pole from a house, which, if erected in 
Maine, is likely to stay there. 

The durability and mobility of auto- 
mobiles have been responsible for the 
development of certain market phe- 
nomena. The most familiar of these is 
the fact that used car trade-ins are part 
of the purchase price of about four out 
of every five new cars sold. Another is 
that new-car buying comes in waves 
according as the public is both willing 
and able to increase its investment 
in motor cars, or finds increased buy- 
ing either unnecessary or economically 
impossible. 

The ability of the public to postpone 
buying in turn is reflected in the policy 
of annual model changes, whereby it is 
hoped to persuade many motorists not 
to postpone unduly their purchases of 
new cars. Needless to say, only a con- 
stant improvement of the product has 
made annual model changes economi- 
cally feasible. 
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Mass production means substantial 
investments by relatively large organ- 
izations in specialized plant and equip- 
ment. Annual model changes mean, 
among other things, annual gambles on 
the acceptance by the public of each 
and every line of the new cars. The 
great marketability of used carsandthe 
large volume of trade-ins in turn mean 
(1) that all new cars compete not only 
with each other but to greater or less 
degree with all existing used cars; (2) 
that the distributing organization for 
the automobile industry must be ade- 
quately and soundly financed in order 
not only to distribute each year millions 
of new cars but to deal in nearly two 
used cars for every new car sold; (3) 
that all pricing policies on new cars 
affect the fortunes not only of the 
manufacturers but of the widespread 
dealer organizations. 

30th short-term and long-term con- 
siderations make pricing policies in the 
automobile industry a less simple mat- 
ter than the pricing of most other 
standardized commodities. Automobile 
prices are set by the manufacturers in 
the first instance (the new term for this 
practice is “‘administered’’), and the 
prices, once set, are normally main- 
tained throughout the model year. In 
this sense, they are likely to be “rigid.” 
Certainly such was the policy generally 
followed by the automobile industry in 
the 1938-model year, which we shall 
consider by way of conclusion. 

The circumstance that prices in an 
industry are ‘‘administered”’ and that 
they are “‘rigid” carries an indictment 
as to its economic and social signifi- 
apart from any utility as a tool 


‘ 


cance 


1 Motor Age, July 20, 1905, p. 10, stated that: “... 

evident that one of the chief reasons for the form- 
ing of an association (National Association of Auto- 
mobile Dealers) at this time is the general feeling 
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of partisan political discussion—o, 

if it be demonstrated that the custo, 
of an industry is arbitrarily establis) od 
without sound economic and Lie 


justification. 


In this first installment of the discys. 
sion, certain factors accounting for 
policies of setting automobile pr 
(‘‘administering” them) will be ; 
sidered, utilizing the method of settino 
prices by one large producer—Gener, 
Motors Corporation—for illustratio: 
In a later installment attention 
turn to the alleged rigidity of aut 
bile prices and to certain consideratio: 
encountered in the automobile marke: 
which affect that phase of the | 
policies of the industry, both in norma 
times and at a critical juncture su 
that which appeared in late 1937 and 


early 1938. 


Price Procedure in the Automol 


dustry 


Automobile prices are set by 
individual manufacturers, each 
independently, in advance of active pro- 
duction which, continuing well th: 
the selling season, tapers off as the e1 
of the model run is approached. 
prices so set are retail prices as the) 
be publicly announced. Thes 
include an allowance to dealers : 
tributors which constitutes the deale: 
gross margin of profit on the sale 
cars. The exact origins of this | 
system are obscure, but it was certall 
an established institution as ear! 


1905.' 


The principal reasons why manuiac- 
turers set their prices when the indust: 
was developing initially should be 





among the dealers that the discounts 
manufacturers are not large enough to make t 
ness good for the retail man.” 

















enough. Of primary importance 


og the necessity to acquaint possible 
vers with the price they would be 


i to pay for the new agency of 
sportation and to advertise that 


arice, The sales problem was primarily 


f education: of demand creation 


anew product. It was also necessary 


r 


.t the manufacturer’s costs of pro- 


tion and distribution of a complex 


nd expensive commodity be recovered, 


a profit if it could be earned. 
erwise the enterprise must fail. In 
r words, the manufacturer from the 


t has been forced to take into ac- 
int both phases of the market in 


, prices: demand factors, the will- 


oness and ability to purchase, and the 
nderlying supply factor, cost of pro- 


n, which determined whether the 


nufacturer could produce and sell at 


fit at the price customers could 


| would pay. The automobile com- 


which was not able to recover its 


ts of production soon failed; and all 


igh the history of the industry 
have been many instances of such 
ires.2 Chart I gives a dramatic 


ture of the mortality of companies 
king passenger cars since 1895. 
Presently then it was found that 


important adjunct to successful 


mobile manufacture (which meant 
financing, engineering, design, 
production) was the creation and 


intenance of a strong distributing 
rganization. The process of trial and 


experience) developed a market- 
tructure consisting largely of deal- 
who, as independent businessmen, 


lertook to distribute the output of 


large-scale manufacturing opera- 


ns necessary to produce automobiles 
w cost. The intent in announcing 


1 3 per cent of the companies that went 
bile manufacturing have survived.” J. W. 
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prices which could be made generally 
known through advertising was to in- 
sure that prices were fairly established 
by dealers who otherwise, in the hunt 
for a quick fortune in an expanding 
market, might exploit their customers 
without regard to the long-term con- 
sequences. Thus protection of the buyer 
was one very real reason for the an- 
nouncing of prices by the manufactur- 
ers. A further factor was the necessity 
of providing an orderly basis for mak- 
ing contracts with dealers who must 
provide for their own capital require- 
ments. Finally it may be said that 
the fact that the price was fixed by the 
manufacturer did not guarantee the 
accuracy of his judgment. If the price 
set was too high, the lesson of the 
market place was soon disclosed. As 
noted earlier, that process has gone on 
relentlessly over the history of the in- 
dustry. Meanwhile the system of an- 
nouncing prices has become generally 
established. So far as the dealer is con- 
cerned, it is an ‘“‘unconditional most 
favored dealer policy”’; so far as con- 
sumers are concerned, it is a ‘“‘non- 
discriminatory one-price system.” 
The reasons why an automobile man- 
ufacturer must set his price and speci- 
fications and schedule his production 
arise out of the complicated character 
of the product itself. Wide variations of 
possible specifications exist with only 
incidental variation in cost. The manu- 
facturing process requires a_ highly 
involved organization and specialized 
plant which must be provided in ad- 
vance of operations to produce a prod- 
uct the consuming public will buy. 
The mere statement of the problem 
faced by a management in advance of 
entering into production suggests that 


Scoville, “‘Methods of Control in the Automobile 
Industry,” Mechanical Engineering, July, 1937, p. 494. 
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it is no simple one. Several thousand _must be appraised, and the volume 
separate parts go into the making of an _ possible sales taken into consideratio, 
automobile. The cost ofeach partmust These are at once tasks calling j,,; 
CHART I 
Tota, NumBer OF Passencer Car Companies aT Enp or Eacn YEAR AND Numper Entergy; 
WITHDRAWING FROM PassENGER CAR MANUFACTURE DURING Eacu YEAR 
260- a8e 
. THE END OF 1938 WHicH | 
initiate — ORIGINALLY E INDEPENDENT COMPANIES 


24 GENERAL MOTORS CORP, FORD MOTOR Co, 
1, Bul 8, Ford(Mercur 





) r-240 


- Bulck 
geet iisofte Salle) 9, Lincoln( Zephyr) 





Chevrole ALL OTHERS 


Olds 
10, American Bantam 

22 Pont | ao(Oakland) Studebaker 22 

Graham(Paige) 

uenee 

up 
CHRYSLER CORP Nas Rs 
20 6. Chrysler (Plymouth, DeSoto) Packard 200 
Dodge Willys(Overland) 














I THDRAWING 


a 


4 
coal - a o 
- 4 ie ee le oe oe oe oe ee ee Lond a- “a - - Ane 


“- 
YEARS 
Note: Companies entering the field of passenger car manufacture as separate operating organizations 
consolidated or merged, but continuing manufacture, are considered as separate companies thr 
history. New organizations taking over operating companies already manufacturing passenger cars are 
sidered companies entering the passenger car field. The manufacture of a new model or a car with a new t 
name by companies already manufacturing passenger cars, or their subsidiaries, is not considered as an entra! 
into the field. 


be estimated months in advance of mastery of infinite detail and the & 
actual production of even the part cise of informed judgment. Especia:') 
itself; the alternatives of refinement is this true since the cost detern 











Olume o; 
derati n. 
ling for 


‘on in fixing estimates must be not 
starting cost (i.e., the cost of the 






PSL Udi be 


- the final cost (i.e., the cost of the last 
-; produced) but the average cost for 
-he whole run. Sometimes it takes 5, 7, 
11 months’ production before it is 
ertain Whether the costs estimated in 

iding up the forecast will have been 


attained for the model year as a whole. 
Perhaps the estimated costs will 
never be attained; they may prove to 
ve been too low, especially during 
iods of rapidly advancing costs, 
h as 1936-1937. Regardless of chang- 
ceneral business conditions and 
ther external factors, there are other 
asons why operations may prove un- 
ftable, as they so frequently have 
een for many companies.* The pro- 
lucer, for example, may have set his 
too high (however careful the 







1 

















etitive market, or the car produced 
y be outside the price class where 
required volume of business can be 
red.‘ Or a competitor may have 
rovided a car with greater appeal to a 
‘roup of customers. It is absurd to 











is, in the years 1929 to 1938 inclusive, only one 
(General Motors) showed an unbroken 
f earnings. The following shows the percentage 
mpanies reporting profits, by years, for those 
senger and truck manufacturers, the securities of 
are held publicly. 
Number of Compantes 


(excluding Ford) 


Number Per Cent 





















uiendar Total Reporting Reporting 

taf Reporting Profit Profit 

31 22 71.0% 
i" 32 10 qt .3 
F 1)" 30 7 23.3 
32 27 3 II.1 
26 6 23.1 
134 25 - 28.0 
5 23 14 60.9 
25 18 72.0 
7 25 18 72.0 
22 7 40.9 
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suppose that the function of setting a 
price is either arbitrary or simple. It is 
extremely risky, and once an error has 
been made, after manufacturing opera- 
tions have got under way in a variety 
of departments, it cannot be quickly 
rectified. The result can be known only 
after heavy commitments have been 
made. 

Thus the very nature of the product 
—high in cost per unit, complicated in 
mechanical character, and of necessity 
produced, in advance of final sale, unit 
by unit over a producing season—and 
the lack of guarantee or approximate 
certainty of the total volume which can 
be attained for a particular make or 
model, together render the setting of 
price a highly technical job. Style itself 
is a tricky factor, since the trend of 
style is seldom clearly defined. Some- 
times it works out only over a period of 
years. Necessarily the setting of a price 
involves a judgment as to the probable 
annual volume which can be sold, be- 
cause there are many costs, for example, 
those for tools and dies, not directly 
assignable to a particular unit of prod- 
uct. Such costs must be prorated to 
each unit of output on some rational 
basis. Always the range of possible error 
is substantial. Mistakes can be made by 
automobile company executives,’ just 
as mistakes can be made by govern- 
ment experts and planners. They too 
are human. 
4See discussion under The Change in the Automobile 
Market, below. 

6 Such errors of judgment fall into three categories: 
(1) errors in engineering design (such, for example, 
was the copper cooled Chevrolet of 1923); (2) 
errors in style or “eye appeal” (such was the un- 
gainly body design of the 1929-model Buick); (3) er- 
rors in pricing (such was the price set upon the Viking, 
which was so high that volume could not be attained). 

There are those who believe that the greatest error 

of automobile history was the long-continued pro- 


duction of the “Model T” Ford, in the face of a 
steady rise of competitors, notably Chevrolet. 
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Of one consideration we can be fairly ing the customer who goes into +, 
certain: the final word rests with the market to buy a new automobile. Th. 
customer. He alone decides how and prices shown are the 1938-model price 
for what goods he willspend his money. _ delivered at the main factory city. ‘ 
















CHART II 


Prices oF 1938-Mopet Passencer Cars 


FACTORY DELIVERED PRICES 
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FORD v8-60 
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CHEVROLET MASTER 6 
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PACKARD 6 

HUDSON DELUXE 8 

OLDS 8 
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800 900 1000 1100 1200 1300 1400 1500 
FACTORY DELIVERED PRICES 

Note: In addition to the above car lines with sedan prices below $1,500, five companies offered 13 lines of passenge! 
cars with prices of the regular sedan models ranging from $1,500 up to approximately $5,200 and special n 
with prices ranging up to about $8,000. 





600 7 















If he decides to buy an automobile, he —_ typical models produced in consider- 
has a wide range of choice even in a able volume. The chart needs no 
market which is largely served by three __ tailed explanation. It tells its own stor 
principal competitors. This range of _ briefly but adequately. 

choice is well illustrated by Chart II Passenger car prices since 192 
which exhibits the alternatives await- into the following well-defined gi 















1500 





) based upon the price for a regular 
assenger, four-door sedan: 


Less than $950 
Less than $800 


$800-$950 

f rice Cars $950-$2, 000 
ver Medium: $950-$1, 350 

r Medium: $1, 350-$2,000 

rice Car $2,000 and over 


It is noteworthy, moreover, that in 
she twelve months ended October 31, 
1938, 62.6% of total registrations of 

wv cars® fell in the Lower Range of the 

Price Group (cars selling in the 
r-$800 class), 20.6% in the Upper 
Range of the Low Price Group ($800- 
g9s0 class),and only 16.3 %in the whole 
\ledium Price Group ($950-$2,000 
ass), made up of 15.5% in the Lower 
Medium Price Group and 0.8% in 
the Upper Medium Price Group. Only 
04° of the total new cars registered 
at year sold in the more-than- 
$2,000 group. Thus, only 12 out of 
1,000 new automobiles retailed 
main factory city in the over- 


$1,350 group, while 626 out of every 


1,000 were sold in the under-$800 class. 
Che further significance of these figures 
| be discussed subsequently at some 
ngth, when their incidence upon pric- 


ing policy is explained. 


[he effective competition faced by 
‘manufacturer is not only with the 


*See Table I. 


ting on this situation, John Maurice Clark, 
Factors in Business Cycles (New York: 
Bureau of Economic Research, Publication 

24, 1934), says: 
iggests that we have an added problem to 
relative increase of durable consumers’ 
ew purchases of which at any given time are 
e class of necessities but are highly post- 
r optional. Inventories in the hands of con- 
s come to be more and more important; 
/ we must expect that an increasing length of time 
pse before these inventories will be worn down 
nt at which new purchases will be required if 
er is to go on consuming. Though sales of 
fell off enormously, it was not until 1931 
fell clearly below what may be taken as a 
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new models of other manufacturers of- 
fered in various price classes—and, for 
that matter, in the case of a company 
like General Motors, with cars pro- 
duced by the several Divisions—but 
with used cars of all makes and ages. 
These are everywhere available at al- 
most any price a buyer is willing to pay. 
The consumer can weigh a choice of 
several new cars in a given price class 
against a used car of similar size at a 
lower price, or a used car of greater size 
and power at the same price, a lower or 
a higher price, depending upon its age 
and condition. There is no lack of 
supply of available motor transporta- 
tion in terms of unused car miles at any 
time in a country which has had in 
excess of 23,000,000 passenger cars and 
trucks registered in every year since 
1927. In 1932-1933 there was an amaz- 
ingly slight decline (10%) in total auto- 
mobile registrations from the previous 
peak year (1930), and gasoline con- 
sumption also decreased hardly at all 
in the worst years. Even the cars 
approaching the junk heap were being 
driven. Stocks of used cars in dealers’ 
hands have in recent years always been 
considerable. For years the industry 
has been building up in the hands of 
consumers and dealers a great inven- 
tory of unused transportation service.’ 
This condition is, in itself, a strong 
normal replacement basis; thus indicating an actual 
decrease in the number of normally effective cars in 


the hands of users; and even that did not mean that 
the gross number of cars of all ages was decreasing.” 
Pp. 113-114. 

For further discussion of the part played by con- 
sumers’ car stocks in determining new car purchases, 
see the article “Factors Governing Changes in 
Domestic Automobile Demand” by C. F. Roos and 
Victor von Szeliski in The Dynamics of Automobile 
Demand, published by General Motors Corporation, 
New York, 1939. This volume, based upon papers 
presented at a joint meeting of the American 
Statistical Association and the Econometric Society 
in Detroit, Michigan, on December 27, 1938, may be 
secured upon application to the Corporation, 1775 
Broadway, New York. 
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2,289,277 
1,762,829 


1,151,728 
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TABLE I 

REGISTRATIONS OF New PassENGER Cars In U. S. 
(By price groups, factory delivered prices) 
Number of Units 








Low Price Group Lower Upper 
— . Medium Medium High 
Lower Upper Price Price Price 
Range Range Total Group Group Group Mise. 
(Below ($800 to (Up to ($950 to ($7,750 to (Over 
$800) $950) $950) $7,350) $2,000) $2,000) 








1,756,277 182,616 1,938,893 407,048 806,634 88,822 16,888 
1,147,976 346,567 1,494,543 285,640 744,404 92,135 6,816 
1,532,087 416,020 1,948,107 492,401 585,597 105,911 7,563 





5290 1,968,119 351,816 225,268 76,079 4,697 


1,297,474 103,996 1,401,470 328,137 125,386 51,268 1,880 










55,935 827,227 177,503 59,536 25,678 6,455 
1,095,535 211,527 1,307,062 129,898 31,809 20,105 4,920 
47 1,733,189 103,586 35,064 15,337 1,381 














1,956,753 546,134 2,502,887 187,720 37,557 13,886 1,858 
2,296,949 708,006 3,004,955 328,008 52,286 13,954 5,294 
2,178,557 


846,579 3,025,136 418,410 25,190 13,543 1,473 











379,355 1,531,083 285,049 14,173 7,515 1,451 








Percentage of Total Industry 












Lower Upper 


Low Price Group 





eae Medium Medium High 
Lower Upper Price Price Price 
Range Range Total Group Group Group Mise. 
% % % % % % % 
53-9 5.6 59.5 12.5 24.8 2.7 0.5 
43.8 13.2 57.0 10.9 28.3 a5 0.3 
48.8 13.3 62.1 15.6 18.7 3.4 0.2 









‘ 93. 14.8 10.0 2.9 0.3 
67.1 8 74.9 1s:4 8.6 2.9 0.2 
73. 17 > ° 


69.0 6.5 oe.€ 16. 5 
359 14.2 87.5 8.7 2.3 5.4 0.3 
75.1 16.6 91.7 5.5 1.9 0.8 1 


71.3 19.9 g1.2 6.8 1.4 x O.I 
67.5 20.8 88.3 9.6 .s 4 0.2 
62.5 24.3 86.8 12.0 oF 4 O.1 


62.6 20.6 83.2 15.5 0.8 0.4 0.1 


* Twelve months ended October, 1938 (1938-model year). 


Source: Data supplied by R. L. Polk & Co. 


505,128 2,794,405 573,067 388,461 112,763 11,510 
205 
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yperating toward the develop- 
of improvements in the new cars 
fered for sale. 

lhe limits within which automobile 
‘ces are under the control of an indi- 


vidual enterprise are thus narrow, un- 


; its management is to enter upon a 


santic gamble in which the solvency 


na continued life of the enterprise may 


be endangered. On the top side there is 
the amount consumers will pay, taking 


account what they can afford and 


yhat they can buy from others. On the 


tom side there is the minimum that 


the producer can afford to take, unless 


sses are to be sustained by selling at 
rices which do not return to the busi- 
ess at least the costs of operation. 


Between these levels lies the narrow 
area wherein the flexible limit of judg- 


t may be exercised. And upon the 


Jegree of skill with which that judg- 


nt is exercised will depend the profit- 
of the enterprise. So long as 


profits are counted upon as the main- 


ring of our economic system, profit- 

lity over the long run may be accepted 
s the significant test of the soundness 
I management. 


The Change in the Automobile Market: 
Its Effect on Prices 


Some guidance upon the probable 
irse of public demand can be secured 
an analysis of the historical data of 


registrations as between price classes 


nd of the trends—notably the recent 
rends—there disclosed. The important 
niuence here has been the pressure 

m the public for better low-priced 
irs. Failure to discern this influence, 
meet the conditions of the market 





r example, has been the fate of Auburn, Cole, 
Locomobile, Marmon, Peerless, Pierce- 
Stutz, and a number of companies which at 
r another were important. 
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which it created, has doomed many 
enterprises which enjoyed success in 
their early history.* This pressure be- 
comes more insistent as the point of 
market saturation is approached, a. 
condition operative since the middle 
twenties. 

The outstanding development in the 
industry since 1926 has been, therefore, 
the growing concentration of sales in 
the Low Price Group—cars selling in the 
under-$950 class for a five-passenger 
four-door sedan. Registrations of 
new passenger cars in 1926 totaled 
about three and one-quarter million 
units or approximately the same as the 
1937 total of three and one-half million 
units. But whereas, in 1926, approxi- 
mately 60% of the new cars registered 
fell into the Low Price Group, the 1937 
figure was 86.8%, and in two recent 
years (1934 and 1935) it was above 

OF 

. 

This dominance of the Low Price 
Group had been achieved at the ex- 
pense, mainly, of the Upper Medium 
Price Group, cars selling in the price 
class ranging between $1,350 and $2,000 
for a similar model. The percentage of 
the new car market obtained by upper 
medium-priced cars in 1926, about 25%, 
had fallen almost steadily throughout 
the intervening years to less than 1% 
in 1937. The high-priced cars, which in 
1926 had constituted slightly less than 
3% of the new registrations and which 
had reached a peak of 3.5% in 1927, 
had ten years later shrunk to only 0.4% 
of industry sales. Theirs is now, more 
than ever, distinctly a luxury market. 
These developments are portrayed in 


Chart III.° 


9 The situation thus outlined in terms of percentages 
may also be presented in terms of units. In 1926 the 
total new car registrations totaled 3,258,285, of which 
1,938,893 were in the Low Price Group and 1,213,682 
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The net result of these changes in the now in the low-price field, where ca». 
market has been, of course, that the _ sell in the under-$950 group, delivere 
great bulk of automobile production is at the main factory city. And it may }, 


CHART III 
DISTRIBUTION OF THE INDUsSTRY’s PASSENGER CAR SALES BY Price Groups 
Basep ON New Passencer Car REGISTRATIONS IN THE U. S. 
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# 12 MONTHS ENDED OCTOBER 1938 (1938 MODEL YEAR) 
Source: Data supplied by R. L. Polk & Co. 
















in the Medium Price Group, the latter being divided the manufacturers of the 806,634 cars 
407,048 in the lower range and 806,634 in the upper Medium Price Group of 1926: either prices 
range. In 1937 when 3,483,752 new cars were regis- brought down so that the cars were sold in th 
tered, the Low Price Group accounted for 3,025,136 price range, or the individual manufacturer ! 
of the total, and the Medium Price Group contributed appeared from the picture and entered the 
only 443,600 units. In the interval, however, the tables. Actually both things happened 
shrinkage had taken place entirely in the Upper happened also within the operations of G 
Medium Price range (prices $1,350-$2,000) where the Motors itself. For detailed figures of new passe! 
registrations dropped to 25,190 units in 1937. It is registrations for the period 1926-1938, see /4 


clear that one of two things happened in the case of supra. 
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\y said that as means of transporta- 
these cars are, in essentials, dis- 
better cars than those sold in 


sa per-price ranges at the middle of 


twenties. 
[he dramatic effect of this change in 
e character of the market for auto- 
biles has been the relentless weeding 
most of those manufacturers 
were unable or unwilling to ad- 
: their operations to compete in the 
vest price field. To meet this situa- 
n, certain of the manufacturers have 
from time to time, to enter 


bei 


the highly competitive low-price field, 
sometimes with a companion car which 


eir existing dealers might sell. With 
notable exception, the Plymouth, 


these efforts have not thus far proved 


ly successful.’ Purchasers hesi- 


al 


tate to buy into an experiment, lest 
they presently be left with an “orphan” 


their hands; dealer organizations 
romising permanence are still difficult 
create, and the majority of the 
vperiments have failed absolutely or 
ive achieved only faint success. The 
west price market is now served, 
the extent of some 90%, by the 


products of three manufacturers. The 
thers have been unable to produce at 
suticiently low cost to sell profitably 


the prices set by these competitors. 
by one many have fallen by the 


val 


aVslae, 
E'fectual competition by these com- 
rs, and by their surviving com- 


r example, were the Star (Durant Motors), 
Nash), Erskine and Rockne (Studebaker), 

ber of individually produced cars, such as 
ental (Continental Motors), DeVaux, and 


vin G. Nourse and Horace B. Drury (/ndustria! 
¢ Policies and Economic Progress. Washington: 
> Brookings Institution, 1938, p. 259) use the 
‘ynamic price making in their description and 
roval of a method of establishing prices which is 
tially that of the automobile industry: “... 
f starting from the position in which the 
trator and the technique happen to be and 
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petitors in turn, has therefore taken 
the form, very largely, of building 
bigger and better cars to be sold within 
fairly definite price ranges to meet the 
demands of the market. A possible 
volume of sales exists for a car to be 
sold within a price class. The task of the 
manufacturer is to make a car to sell at 
such a price. If no profit can be made, 
such a car is not produced; or, if the 
attempt is made and no profit can be 
attained, or if loss is sustained, the car 
drops out of competition. In this prac- 
tical sense, demand may be said to be 
the final determinant of price. Espe- 
cially has this been the case in the low- 
price field and the lower ranges of the 
medium-price field. Prices are not set 
to fit a cost analysis.'! The first task 
has been one of determining an approxi- 
mate price range for new models as pro- 
jected. Thereafter specifications have 
been set and frequently reset and set 
again, to permit the building of a car 
which would return a profit to the 
manufacturer if anticipated volume of 
sales could be attained over a period of 
years. The parallel moves of competi- 
tors must be guessed at and, if possible, 
anticipated. These conditions have of 
necessity subordinated the cost analysis 
to the position of a determinant, not of 
price, but of quality. It has been a guide 
to judgment, but in no one year has it 
the last word to say on the subject of 
Cc } r 12 
prices for that year. 
moving forward by cumulative cost computation to 
set a price, it starts from the consumer’s wants and 
purchasing power and courageously accepts the task 
of finding a means of satisfying these wants within 
the limitations of this purchasing power.” 
12 Tn General Motors, reasonable assurance that the 
desired costs will be attained is secured through con- 
stant checking throughout the year prior to intro- 
duction of a car. Detailed periodical reports, Product 
Submission Programs, covering specifications and cost 
estimates, are submitted by each of the Divisions of 
the Corporation. 
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To summarize: prices for automo- 
biles must be set between two levels. 
The lower one is cost of production, 
including reasonable profits for a suc- 
cessful enterprise over a period of years. 
This is necessarily the governing ele- 
ment on the supply side for a product 
which is manufactured unit by unit for 
a general market. The upper level is 
then set by the amount which pur- 
chasers are willing to pay for the article 
produced in substantial volume. This, 
the governing element on the demand 
side, has created the present well-de- 
fined price groups. Between these two 
levels, actual prices must be set which 
recognize competition of alternative 
sources of supply, and seek to gauge the 
effect of price upon the number of units 
(in the case of automobiles, the number 
of cars of a given model) which the 
market will absorb at particular prices. 
Obviously, also, sufficient profit margin 
must be allowed the dealers to sustain 
an organization which can provide both 
adequate selling outlets and service to 
the owners of cars already sold. Other- 
wise, there will not be an essential 
healthy growth of the business enter- 
prise, and the pricing policy will have 


failed. 
Standard Volume and Standard Price 


In conclusion, we turn to the ad- 
ministrative machinery developed by 
General Motors Corporation to aid in 
the determination of its selling prices, 
namely, the machinery for estimating 
cost as an element in price. As suggested 
earlier, the results of a single year are 
difficult to forecast accurately, well in 
advance of operations, when buying 


18 See Donaldson Brown’s “Pricing Policy in Relation 
to Financial Control,’”’ Management and Admintstra- 
tion, February—April, 1924, an exposition of the 


Harvard Business Review 


and producing schedules must be dray 
up and commitments made for mate. 
rials. General Motors has therefore 
over the past fifteen years, utilized - 
method of estimating costs which look 
not to a single year’s operations as : 
full measure of its effectiveness, but : 
operations over a period of years. This 
involves a concept of normal experience 
which constitutes a standard. The ex. 
perience of fifteen years has shown tha: 
this method has provided a sound busi- 
ness basis for establishing the cost 
(supply) element in the setting of 
price.'* This price, once set, must stand 
the test of the market place in competi- 
tion with the cars produced by othe: 
companies. Merely having a cost | 
culation as a partial guide to judgment 
does not assure that the market wi 
pay a price that will return this 
(plus a profit), however carefully 
cost analysis has been made. In som 
years it has not. On the average, : 
over a period of years, however, Genera 
Motors has made substantial profits, 
while at the same time increasing 1 
quality of its products per dollar 
selling price. 

In the setting of cost estimates f 
particular make and model of car, 
corporation’s long-view method of ap- 
praising sales volume and potent 
profits uses certain simple concept 
with full recognition that the calcula- 
tions based upon them will result, no! 
in a mathematical formula which ¥ 
make unnecessary all subsequent think- 
ing or judgment, but at least in a‘ 
for guidance. The first of these 
cepts, called for convenience Standa 


philosophy and scheme of pricing since followed 
Corporation. This paper has been printec s¢ 
times and given wide distribution. 
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Volume, measures the management’s 
hoct judgment as to the normal average 
nual utilization of the capacity of the 
sroductive equipment, Division by Di- 
ision.'4 It recognizes fully that produc- 

. cannot in a changing world be the 
ome, year after year. It allows also for 
-he fact that automobile sales fluctuate 
seasonally and that there must be pro- 
‘yctive capacity available to meet the 
oeak seasonal manufacturing schedules. 
Over several years, however, the equip- 
ment and plant for producing the prob- 
able output which can be sold in a good 
business year must be provided in ad- 
vance, so that customers’ requirements 
an be satisfied promptly. Ability to 
make prompt delivery is essential in a 
highly competitive market. 

[he normal operating conditions of 
the industry make it essential that 
some stand-by capacity be available for 

rderly operations in peak seasons and 
years. Its cost of maintenance and the 
carrying charges on the investment are 
part of the long-run cost of producing 
automobiles. Since, however, this emer- 
gency or stand-by capacity is not nor- 
mally used at all times, not full capacity 
volume but what may be called normal 
t Standard Volume is the basis of cost 
calculations. In good years this has 
been exceeded; in poor years, perform- 
ince has fallen below. Actual volume 
ell from about 125% of Standard in 
i928 to 30% in 1932; from about 120% 


in 1935 to less than 70% in 1938. Over 
the thirteen-year period 1926-1938, ac- 


‘in the background of assumed general economic 
ns, Standard Volume serves also as a check on 


the probable maximum requirements of each of the 


tion’s major operations. It is therefore a useful 


working tool in keeping capital investments in 


i statistical analysis of the pertinent data where 
parable figures were available, covering the years 
1938, the Prevailing Price, as set and announced, 








Pricing Policies in the Automobile Industry 397 


tual performance was approximately 
86% of Standard. In other words, over 
the period as a whole, and in six of 
the thirteen years, General Motors set 
prices based on higher volumes than 
were actually achieved and therefore on 
lower estimated unit costs than would 
have been calculated on the basis of the 
volume actually achieved. 

Out of the detailed cost analyses, 
based upon Standard Volume, comes 
the determination of Standard Price for 
the products of each car-producing 
Division, i.e., Cadillac, Buick, Oldsmo- 
bile, Pontiac, and Chevrolet. This is the 
price which, at Standard Volume, would 
produce what is called the Standard 
Return on investment. It is a useful 
guide to judgment, but not an all-deter- 
mining one, since the actual price set on 
a particular car and model must com- 
prehend not alone costs but demand for 
that car as affected by the alternative 
sources of supply which constitute ef- 
fective competition. Standard Price is 
thus, as the words suggest, a standard 
of comparison rather than a rule-of- 
thumb. In practice the final quoted 
or Prevailing Price has generally been 
below Standard Price and only occa- 
sionally above. It may never exactly 
coincide with Standard Price.'® Both 
common sense and experience indicate 
that a calculation aimed at setting up a 
statistical standard for use in compari- 
sons of various makes and models, both 
in a given year and over a period of 
years, cannot be a final determinant of 


was compared with the Standard Price as calculated 
by each Car Division. There were 304 separate items. 
In 27 cases (9%) the Prevailing Price was within a $5 
range of the Standard Price. Of the remaining 277 
items, the Prevailing Price was below the Standard 
Price in 208 instances (68%) while in only 69 instances 
(23%) was it above. A frequency distribution of these 
data is shown in Chart IV. 









398 Harvard Business ‘Review 


a price which must meet the test of the —_ able return commensvrrate with Capita 
market place. turnover and the enjoyment of whole. 

Standard Price, as thus established, some expansion, with adequate regard 
necessarily contains, as has been said, to the economic consequences of fiyc- 
an element of allowance for profit on tuating volume.’’* In a very real sense 
the corporation’s funds used in the pro- __it is a “‘hope”’ figure. 
duction of the Standard Volume. The The Standard Return on capital em- 
allowance for profit, which reflects a ployed, or rate of profit reflected in th, 

CHART IV 
DiIsTRIBUTION OF VARIANCES OF PREVAILING PRICE FROM STANDARD PRICE 


304 GENERAL Motors Coupe, Coacu, AND SEDAN 
MopELs FROM 1926 THROUGH 1938 
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Standard Rate of Return on investment — calculation of Standard Price, is bas’ 
employed, can be attained only (1) if upon the judgment of the management 
subsequent operations in reality attain _as to the rate of return on capital whi 
the Standard Volume (actually they — should be sought on the basis of Sta? 
have averaged lower, as noted above), ard Volume rate of operations, und 
(2) if the Standard Price is the price in _ existing conditions. As pointed out 
fact set (and not a different price dic- the preceding paragraph, this rat 
tated by competitive considerations), return must be set low enough s 

and (3) if no important change occurs the maximum volume economically at- 
in costs of labor and materials once the tainable may be secured. Further, ' 
original cost estimates have been com- __ rate of return which it is considered 
piled. Che profit margin, reflecting the | Snitiee: tends, Hidde tie ine 
desired rate of return on capital em- financial Control,” reprinted from Manageme 
ployed, represents “the highest attain- Administration, February, 1924, P. 5. 
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i. expected to be realized is subject to 


av 


4 must be modified to conform with 


ystment with changing conditions, 


h changes over a period of years. A 


oo-term change in conditions may be 
elected in an adjustment of the Stand- 
| Return; a short-term competitive 


age, however, is ordinarily reflected 


actual prices being set at a different 


| from Standard Prices. 
For convenience, the amount of profit 


dected in the Standard Price cal- 


ated by each Division reflects a 


‘andard rate of return on the capital 


tually employed by that Division, be- 


e deducting income taxes and other 
irges. This rate of return must neces- 
be set to provide for the general 
orate and administrative and re- 
rch expenses borne by the corpora- 
and the Federal income taxes 
ich must be paid by the corporation. 
rate of return on the stockholders’ 
tment is, of course, lower than the 
sional return, since the corporation 
guired to carry additional funds to 
tect the solvency of the business, 


which the Divisions would need if they 
vere operating, in fact, as independent 


nterprises. The final net return on the 
pitalemployed which the corporation 


y expect to earn for its stockholders 
‘onsiderably less than the gross 
{ return on divisional capital em- 
|, as reflected in the determina- 

if Standard Price. 
(he actual rate of return which is 


realized in a given year is largely 
‘ependent upon the rate of operations 


\s 


d 


lly attained. In a year when 
idard Volume rate of operations is 
tly attained, the net return realized 


iy be expected to be fairly well in line 


th the estimates of return made on 


basis of actual prices set at the 
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beginning of the year. Any deviation in 
actual volume from Standard Volume 
will, of course, affect very considerably 
the rate of return realized. This is 
illustrated on Chart V in which the 
percentage of Standard Volume realized 
in each of the years 1926 to 1938 inclu- 
sive is plotted against the horizontal 
scale." 

The percentage return to the stock- 
holders on the corporation’s average 
capital employed ineach year (expressed 
as a ratio of the 1937 rate of return) is 
shown against the vertical scale. It will 
be noted that actual operations in 1937 
were practically at Standard Volume 
rate of operations for that year, and 
this year therefore constitutes a good 
base. The point designated for each 
year is at the intersection of the appro- 
priate abscissa and ordinate for that 
year. Thus, in the model year 1938 
(indicated by the dot with 38 alongside 
of it) sales were only 67% of the Stand- 
ard Volume determined for that year, 
while the return on investment realized 
was only one-half the 1937 rate of re- 
turn. The chart illustrates clearly the 
rapid drop in the return on investment 
which results from such a decrease in 
volume as occurred in 1938. It is also of 
interest to note the lower level of return 
realized during the later years of the 
period shown on the chart. 

Finally, it should be reiterated, the 
record of mortality shows that the 
automobile business is one in which 
risks are large and the demand for skill- 
ful management is great. Therefore a 
well-managed company may normally 
be expected to earn good profits for its 
owners in good times. Under a profits 
economy, that is what it is expected to 


17 Tt should be said that Standard Volume, expressed 
in units of production, changed during this period 
with changes in the corporation’s productive capacity 
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do. Meanwhile, a number of companies 
have failed to make profits, or have 
made them only in occasional years. 
Some companies may make a higher 
rate of return in good years than does 
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and make of automobile in advance of 
production must look at three general 
considerations: what the product yi! 
cost; what the market will pay for jt: 
and in what quantity it can be sold 


CHART V 
Per Cent Return on INVESTMENT RELATED TO Per Cent oF STANDARD VoLuME REAauizep 
Generat Morors Corporation—Eacu YEAR, 1926 THROUGH 1938 
(Per Cent Return on Investment in Year 1937 = 100) 


(1926-1935 CALENDAR YEARS; 1936-1938 MODEL YEARS) 
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General Motors. These, however, are 
companies which are less fully inte- 
grated than General Motors with the 
result that their net profit on sales is, as 
a rule, less. 

To sum up, whoever sets out to fix 
the exact price for a particular design 


Sometimes only bitter experience 
determine the latter, for in this, as in 4 
matters of human judgment, there 
necessarily a wide element of pos: 
error. This fact does not relieve the | 
nessman from minimizing the area 


. : cena ' 
which error may occur by building ¥ 
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f facts concerning his costs. And dition constitutes a vital risk of the 

market place which is always present 

a given price will be necessary _in the automobile market. A decision 

)cover costs and allowa profit must be made today, but whether that 

t mean that consumers, in view __ decision is a sound one cannot be known 

-he existence of alternative sources with assurance until well into the sell- 
pply, will pay that price. Thiscon- —_ing season. 





THE COUNTRY BANK 


BY WALTER A. MORTON 


N recent years the country banker 
has been losing ground.' Instead 

of being, as in the prewar era, 
assuredly solvent and prosperous, he is 
today fighting for survival. The present 
circumstance is a result of two well- 
known facts: (1) that local loans and 
discounts are a smaller portion of total 
assets, and (2) that earnings are low. 
Though these conditions are common 
today to the banking system as a whole, 
it will be shown that the country bank, 
by a change in investment policy not 
possible for city institutions, can in- 
crease its holdings of local paper, im- 
prove its earning power, and retain its 
vital position in our banking structure. 
In the absence of such changes, on the 
other hand, it seems likely that the 
country bank may no longer be able to 
justify itself as an independent institu- 
tion. The changes which will be sug- 
gested are: the abandonment of the 
liquidity and marketability theories of 
bank assets; the acquisition of local 
long-term paper; and the provision of 
rediscount facilities for farm mortgages. 
Let us review for a moment the place 
of these banks in our financial system. 
In Canada, England, or France our 
country banks would not be independ- 
ent institutions but merely branches, or 
banking places. Theirinvestment policy 
would under these circumstances be 
that of the institution of which they 
were a part. Under our unit banking 
system, on the other hand, the country 
bank is an institution which performs 
all of the basic banking functions. It 
not only conducts checking accounts, 
1] am using the term “country” bank to mean a bank 


located in an agricultural area. This is not the same as 
the national bank classification. 


provides the community with currene 


and clears and collects checks, by: 


order to defray expenses and to mal 


a profit it must make loans 
investments. 


Until recently it could be said wi: 
much truth that the nation suffered 


from a superfluity of local banks, | 
the many failures since 1920 ha 
remedied this condition. In 


regions the number of banking places 


is no longer excessive. Indeed it 
been found necessary for some ba 


to have branch offices in order to ac- 
commodate the public in many tow: 


and villages. The concern over 


future of the country bank as an insti- 


tution should not be confused with 
undoubted need of banking facilities 
rural communities. It is the existe: 


of the country bank as an independent 
institution which is at stak 
Banking services will be furnished in 


unit 


any event; the issue is whether the 

and should be furnished by branche 

large systems or by unit institution: 
The essential change which would 


created by separating the banking 


institution from the _ banking 


would be in making loans and inves 


ments. These now fall into th 


classes: (1) local short-term loa: 


) 
1D, 


local long-term loans; (3) open market 


purchases of investment securit 
Under branch banking, the third 
would no longer be under conti 
local officers nor dependent upon 
outlets, but under the management 
investment officers of the central! 
tutions with world outlets. In 
respects, the local office in w! 
form it exists must perform th 
functions for the depositors. 


country 











Upon the assumption that it is desir- 
able to continue the unit bank, we will 





examine: 
:, The present position of the coun- 
try bank and how it has come about. 

>, The desirability of abandoning the 
jguidity and marketability conven- 






Hon 
11S 


:;, The need for rediscount facilities 
‘or farm mortgages. 

;. The opportunities and profitabil- 
‘ty of loans on farm mortgages. 

's, The choice of policy. 







Position of the Country Bank 





[he present position of the country 
bank is a result both of events beyond 
‘he control of the banking system, such 
as the decline in the profitability of 
agriculture, and of the investment 
policies of the banking system. In this 
section we will first trace the changes 
vhich have occurred since 1900 and 
then indicate the present condition 
and outlook. 













Prewar Prosperity. The country bank 
from 1900 to I9I14 Was a prosperous 
nstitution. During this period the 
banks grew rapidly in number and in 
apital.* Net profits on invested capital 
ranged around 8% to 9%,* and the 
losses On loans were low and apparently 
regular from year to year.‘ Losses on 
ans as well as net profits varied in 
liferent parts of the country, both 
tending to be high in the newer agri- 
iltural regions.® 














Report of the Comptroller of the Currency, 1937, pp. 98 
J f {nnual Report of the F.D.I.C., 7934, pp. 89 
tt., 106 and ff. 

Federal Reserve Bulletin, February, 1938, Appendix 

adie 1, p. 116, 

‘. d., Table IV, p. 117. See also C. D. Bremer, 
mertcan Bank Failures. New York: Columbia Uni- 










tsity Press, 1935, p. 33. 
‘federal Reserve Bulletin, February, 1938, Table V, 
118. In the interior and Pacific states, for example, 






ere decidedly greater than for national banks 
(ibid.). Earnings of Kansas state banks, 
{ country banks, for example, were rela- 
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War Inflation. The period 1915-1920 
laid the basis for the subsequent col- 
lapse. Land prices rose about 70% be- 
tween 1913 and 1920, and loans were 
made at the new values. In 1916 the 
progenitor of the Farm Credit Adminis- 
tration, the Federal Farm Loan Board, 
was founded. The deflation of 1920, 
the collapse of farm prices, and the 
failure of rural banks marked the begin- 
ning of the decline of the country 
banker which culminated in 1933. 


The New Era. In the early 1920’s de- 
flation continued in the farming areas 
because of the decrease of international 
demand and to the recovery of agricul- 
ture in Europe. Land values began a 
decline in 1920 from an index number 
of 170 and continued downward to 73 
in 1933.6 Farm paper came to be 
looked upon as something to be avoided. 
The banking system as a whole during 
the new era increased bond holdings 
and loans for security speculation. For 
the country bank the dominating idea 
of the new era, held alike by the Ameri- 
can Bankers Association and various 
state banking commissions, was that 
local farm paper was bad, and that 
New York Stock Exchange bonds 
constituted a good secondary reserve. 
It was a period of liquidation of farm 
paper and the acquisition of marketable 
bonds. During this period about 5,000 
banks in agricultural districts failed.’ 


tively high and losses were regular and low until 
about 1920, after which losses on loans suddenly in- 
creased and severely reduced profits (ibid., Table X, 
p. 121). 

6 Ibid. See also Agricultural Finance Review, Novem- 
ber, 1938, Table 16, p. 111. 

7The Annual Report of the Comptroller of the Cur- 
rency for 1929 gives a table of bank failures by states 
from 1920-1929— mostly in agricultural communities. 
This trend is summarized by the Report for 1930, p. 2: 
**An analysis of the bank failures for the current year 
shows that the trend toward the gradual elimination 
of small country banks in the agricultural sections, 
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The Fight for Survival. Thencame the — farm mortgages. The first major shif; 
great depression, 1930-1933, which not __in assets came when the country bank. 
only reduced drastically the value of | along with all others decreased thei, 
farm paper, but caused such a great fall commercial loans and increased thei, 
in the bond market that a new epidemic investment assets from 42.9% of ¢] . 
of failures resulted. From this experi- total in 1915 to 68.1% in 1932% and 
ence the country banker is supposed to to 80% in 1938." Holdings of redis 
have learned another lesson, namely, countable paper have also fallen 
that he should remain liquid at all drastically.!1 But whether loans wer, 
costs. This view was propounded in commercial or noncommercial t¢} 
1933 while the banker mourned in were still local, and it is being¢ 
sackcloth and ashes. The Banking Act _ tended here that local loans should by 
of 1933 was posited on the assumption _ the chief holdings of country banks. 
that banks should and would return to Since 1932 local loans of all kind; 
the supposed prewar loan policies.’ have been rapidly replaced by bond: 

On December 31, 1929, loans were 67' 

The New Liquidity. During the past government securities 9%, and oth 
few years the country banker has con- bonds 24% of total earning assets of 
tinued to shun farm paperexcept under country banks. On September 28, 1938, 
the most favorable circumstances. The — these items had fallen to 44%, 31%, 
liquidity has raised the value of “high and 25% respectively.!* National banks 
grade”’ marketable bonds over that of | in Minnesota outside of the Twin Citi: 
equally safe local paper—a difference in 1918 showed loans and discount 
which is not a premium for safety, but as 80% and investments as 20% 
for liquidity. Instead of lending directly total earning assets; in 1932, 48% and 
to farmers, the banks are buying 52% respectively; in 1937, 34% 
government bonds at a low yield and 66% respectively. The Michigan figur 
the government in turn is financing the are about the same. Moreover, t 
figures for the country banks d 
differ basically from those of the 

Portfolio Changes. The events just  institutions.'* 
described can be seen by examining Whatever statistics are used, 
the portfolios of country banks. Dur- essential facts are that both country 
ing the period of the World War and city institutions have be 
country banks increased their holdings primarily bond buyers. Local | 
of government bonds, but their chief have fallen drastically since 1932. }' 
assets consisted of local paperincluding may be that the city institutions | 


farmer. 


which has been prevalent during the past decade, is Federal Reserve Bulletin, May, 1938, p. 382 

still very pronounced.” See also C. D. Bremer, 11 Willis, op. cit., p. 120, shows rediscountabie | 
American Bank Fatlures, Chapter III. to be 30.2% in 1923 and only 17.2% im | 
8H. S. Moulton, Financial Organization and the Eco- member banks this figure was estimated : 
nomic System. New York: McGraw-Hill Book Com- 1935 by Governor Marriner S. Eccles, Hous: H 
pany, Inc., 1938, p. 358. on the Banking Act of 1935, p. 184; Senate [ear 
® The so-called investment assets of country banks are Part 1, p. 324. 

bonds plus loans on stocks, bonds, and real estate. 12 Federal Reserve Bulletin, February, 1939 
Computed by Professor Henry Parker Willis, The 13 Statistics gathered by L. R. Lunden, Bo» 
f Central Banking. New York: ment Policies for Banks, Michigan Busines 
No. 2, University of Michigan, December 


Theory and Practice ¢ 
Harper & Brothers, 1936, p. 119. 
10 Computed for member country banks only from pp. 2 and 3. 











alternative. That point is not here 
oder discussion. There is at this time 
» opportunity for the country bank 

‘ncrease its local loans by the pur- 
hase of farm mortgages. Before this 
-an be done changes appear to be neces- 
-ary in the ideology of bankers and in 
‘he organization of the rediscount 
market. Discussion of these difficulties 


WSs. 


Liguidity and Marketability 


AA wb 


The immediate causes of the de- 


creased holdings of farm mortgages are 


he fear of the mortgage market since 
20, and the deflation of the banking 


structure ending in 1933. The more 


timate causes are (1) the belief that 


commercial banks should buy only 


iid or marketable assets and (2) 


the lack of a rediscount market for 


al long-term paper. 
Bankers and banking theorists until 
ent years have generally professed a 


belief that bank assets should be liquid. 


In the prewar period this meant self- 
juidating commercial paper. The 


exigencies of the World War caused a 


leviation from this ideal, and the de- 


‘lation of 1920 demonstrated that 


inks in fact did not adhere to the 
rt-term practices. In the early 
neteen twenties the shiftability theory 
emphasized. According to this 
lew assets were suitable for a bank if 
ey could be readily sold in the open 
irket. But just as investigation of the 
ts showed that commercial paper 
vas not actually self-liquidating, so the 
| in the bond market during the 
t depression demonstrated the fu- 
of trying to shift marketable 

nds in the open market. Since then 
impossibility of liquidating the 
nking system as a whole in times of 


‘louse Hearings on Banking Act of 1935, pp- 1, 
194, 270, 300, 406, and Senate Hearings, pp. 209- 
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crisis has been demonstrated, and it is 
now recognized that both liquidity and 
shiftability are an illusion. They are 
possible only within narrow limits for 
individual banks if they are only a 
small factor in the total market. The 
testimony of Governor Marriner S. 
Eccles and of Professor O. M. W. 
Sprague in regard to the Banking Act 
of 1935 has shown that the liquidity 
theory has been rejected by the Federal 
Reserve officials. !4 

The actions of bankers in respect to 
liquidity have generally belied their 
professed beliefs. They did not buy 
only liquid paper because they found 
it impossible to do so. But when they 
deviated from this policy, they did so 
with reluctance and apologies, like a 
sinner who had fallen from grace; or 
during periods of boom—new eras 
—during which they believed that time 
had made old rules obsolete. Then dur- 
ing periods of depression they repented 
of their error and tightened the credit 
rein. 

It would, however, be short sighted 
if we were to attribute the liquidity 
policy merely to traditionalism on the 
part of the banking community. It is 
in part that. But it is also a result of 
bitter experience which is due to the 
structure and organization of the 
investment market. It nevertheless 
would be a mistake to assume that 
because in the past liquidity was neces- 
sary or desirable, this policy is inevita- 
ble now. For market organization itself 
can be altered by proper ideas of policy. 
The past need not impose itself as a 
dictator of the future. It would take all 
the purpose out of human life if we 
assumed that what will happen must 
happen. We may survey the ground, 
find a desirable policy, and then create 
236. Also my “Liquidity and Solvency” in the 
American Economic Review, June, 1939. 
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a market organization which will 
enable the banker to function success- 
fully in the future. But such a policy 
must be based upon the assumption 
that it is not “up to” the banker to tell 
agriculture, business, and industry how 
they are to finance themselves but to 
adapt himself to their needs. The 
banker is not a master but a servant. 
When good principles of corporate and 
agricultural finance provide that per- 
manent capital should be furnished by 
long-term loans, it is both idle and 
foolish for bankers to urge agriculture 
to borrow only for short-term. After 
abandoning the liquidity fetish the 
banker should take whatever steps are 
necessary to enable him to perform 
his proper function in the community. 
But instead of meeting the actual facts, 
bankers, bank supervisors, and theor- 
ists have professed a belief in the 
liquidity theory and have usually op- 
posed arrangements which would have 
made liquidity less necessary.'® By this 
myopic policy they would unwittingly 
destroy their own opportunities. 

The chief reason for the liquidity 
policy is the lack of rediscount facilities 
for intermediate and long-term paper. 
The Banking Act of 1935, by making 
eligible for loans any satisfactory 
asset, points the way out of this difh- 
culty. There is, however, no evidence 
that the Federal Reserve System in- 
tends so to interpret this provision as 
to enable the country bank to borrow 
on farm mortgages. As will be shown 
below, I do not think such interpreta- 
tion is desirable. It is preferable for 
convience to use other institutions to 
perform the rediscount function for 
long-term paper. 


15 See, for example, the “Memorandum of Economists’ 
National Committee on Monetary Policy,” House 
Hearings on the Banking Act of 1935, pp. 760-762. 
These economists, with the notable exception of 





Rediscount Facilities for Farm Mortgay». 
Should banks decide to buy more 
long-term mortgages, they would unde, 
existing market organization run th 
risk of being unable to meet demand 
made upon them. The FDIC }, 
helped to prevent runs by depositor 
due to lack of confidence. But there 
may be legitimate reasons in the ord- 
nary course of business why a loca! 
bank may lose deposits to other com. 
munities. A local bank may lose & 
posits because of an adverse balance: 
of payments of its community wit! 
the outside world. This may be due 1 
poor local business, the closure of 
factory or mine, a crop failure, a fall in 
farm prices, payment of principal and 
interest on indebtedness, or any of th 
many causes which create an advers 
balance at the correspondent ban! 
For such losses the policy of the bank 
its condition is not responsible, and 
cannot be guarded against by 
FDIC. A gradual drain on a bank du 
to basic economic conditions in 
community would cause it to get int 
difficulty if it held long-term mortgages 
which could not be rediscounted. | 
should be the aim of the bank to buy 
mortgages of such a quality that | 
can be sold to local investors 
other institutions in order to meet 
deficiency in reserves. Such a sale is! 
however, always possible except 
sacrifice. For such emergencies 
discounting agency is necessary. ! 
agency must be one having direct acc’ 
to Federal funds, for only such 
agency can be of real help in a 
This agency would rediscount pape’ 
and hold it until the bank could 
range for its sale to other purchase! 
Sprague and a few others, and aided by many ba 


opposed the changes necessary to enable 
function successfully under modern condit 


also American Economic Review cited al 









Ortgage; 
Y more 
| under 
uN the 
mands 
C has 
OSitors 


> there 





incre 


DacK ag 


yntil the bank’s reserves had again 
.ased sufficiently to take the paper 
ain into its own portfolio. Such 


» arrangement would give good farm 


-teages the same liquidity as re- 


countable bonds and would proba- 
bly reduce somewhat the differential 


rice. paid 


for high-grade bonds, a 


orice Which represents a liquidity pre- 
nium as distinguished from a charge 


r TiSk 
ii 


Such a rediscount agency could 


sily be established by an amendment 


the law to permit the Federal Farm 
rtgage Corporation to rediscount 


s ite 


for commercial banks mortgages hav- 


vith a five-year 


. ag 
buildings.’ This 


y a maturity not to exceed ten years, 
renewal privilege 
r rules and regulations for main- 
fertility and farm 
agency should be 
ked upon as an emergency institu- 
n, and banks should not permanently 
It should not be a 


soil 


nance of 


‘ow from it. 


levice to enable a bank to rid itself of 


r paper. Nor should it furnish local 


bankers with additional funds to ex- 
pand the volume of credit. Its purpose 


iid not be to loan to bankers at 


wer rates than they are receiving in 


to yield them a profit, or to 
pplement a bank’s own capital and 
posits; its purpose would be to 


nable a bank to make an orderly 


idation of its assets when such 
juidation is necessary. The local bank 


nust still make its primary objective 
the conduct of its business in such a 
manner that in the ordinary course of 
events it could rely on collection of 
ans and sale of long-term assets in the 


to meet the demands upon 
(he function of the rediscount in- 
n would be to provide means 


1 mortgages are often unsatisfactory 
ewpoint of the borrower, and longer term 
uld be left to other agencies. 
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whereby the bank need not makes sales 
at a sacrifice. This is the sense in which 
the word “‘emergency”’ is used. The 
emergency might be purely local and 
not national; that must be distinctly 
understood by the banker in advance. 
The emergency character of this insti- 
tution could best be preserved by actual 
administrative action rather than by 
strict adherence to some such rule as 
keeping the discount rate above the 
market rate. 

It has been suggested that ample 
loans would be available for other in- 
vestors if the Federal government re- 
tired from the lending field. The FCA 
is still necessary, however, to supply 
local credit deficiencies and to buy long- 
term mortgages. For it is still desirable 
to separate functions of loan agencies, 
not on the fancied basis of liquidity, 
but on the rate of turnover of their 
assets, and on the type of enterprise to 
which they loan. But this specialization 
is subject to the laws of cost and need 
not be carried out when it becomes 
more costly to set up special loan 
agencies than to have one agency 
diversify its loans. That is the justifica- 
tion for the local unit bank. A com- 
mercial bank should have the highest 
turnover. Its liquidity cannot and 
should not be one which will enable it 
to pay on demand under all circum- 
stances, but one which will with the aid 
of a rediscount agency enable it to 
meet demand at the clearing house and 
to liquidate over a period of years. 

In current banking theory we are 
forced to distinguish between liquidity 
and solvency, the distinction being 
based on the time at which payments 
can be made. Under the new arrange- 
ment this distinction would lose much 
of its force. If we had assured ability to 
rediscount, five- to ten-year liquidity 
would be identical with solvency and 
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no intense liquidity premiums would be __ by the borrower for only a brief perio: 
necessary purely as a result of the But where the risk is good no artificiy 
nature of the banking structure.” A fall “‘liquidity”’ barrier should be erecte; 
in the value of fixed interest-bearing 
securities due to a rise in the rate of 
interest would not suddenly make a Some may believe that the fary 
bank insolvent. The assets could be mortgage has proved itself to be such ; 
carried at par, if otherwise good, and large source of loss that it ought 
the lower rate of interest would show avoided in the future. They object ; 
up in lower earnings, not as a sudden _ the purchase of farm mortgages | 
capital loss." banks, not because of the lack of redis. 
The FCA now welcomes competi- count facilities, nor because of an a). 
tion, and if the country banks should _ stract belief in the liquidity princi; 
again resume the investment function but because they believe the farp 
which they have recently abandoned, _ mortgage is on the whole a poor inves. 
the Mortgage Corporation as redis- ment. This is especially true in are: 
counting agent will prove a boon to’ which have practiced soil mining and 
them. Should, however, an attempt be __ in the so-called dust-bowl region whic! 
made to procure for private lenders the has proved to be unfit for vy re 
sole opportunity in the field, it will It is not, however, true of the | ett 
probably be defeated. It is unlikely agricultural areas. Bankers in dain 
that the farmer will be willing to permit states like Wisconsin still view { 
legislation to deprive him of his present mortgages as highly safe and desira! 
credit facilities. In this matter competi- investments. But it is probably t 
tion should be left to work its way, but that the great decline in the profita! 
it should be a competition guided by ity of agriculture from 1920 to 19 
standards and rules relating to safety, | made it impossible for almost an; 
terms, and rates. stitutions, no matter how wisely man- 
The establishment of rediscount in- _—_aged, to avoid losses on farm paper." 
stitutions here proposed would be the Exhibit I shows that since 1928 th 
logical consequence of the attitude trend of farm mortgage holdings by 
which is now taken by the state and _ investors except the Federal i 
Federal agencies toward the evaluation _ tions has been downward. The trend 
of bank assets. These are, inlargemeas- holdings of state and national 
ure, no longer valued at the market. was steadily down from 1920 to1I934 
Short-term loans should be made by _ since when it has leveled off. At pr 
banks when only a limited time risk ent the Federal agencies hold mo 
can be taken or when funds are needed mortgages than all other institutiona 


Loans on Farm Mortgages 


17 Liquidity premiums would probably exist for other July 1, 1938. High-grade bonds will be valued at 
reasons: liquidity preference of individuals and insti- and not at market while a depreciation ac« 
tutions due to expected changes in prices and rates of be created to take care of such losses as occur. federa 
interest and other causes which create a desire to hold Reserve Bulletin, July, 1938, pp. 563-566, 
more cash for speculative and other purposes or to Annual Report of the Board of Governors of the Fede ra 
shift from one type of loan to another for safety and Reserve System. 

profit. 19 Since 1920 the trend of land values has beer 

8 This is, of course, the purpose and effect of the downward and the average size of farm-r 
program for security appraisal adopted by the Federal loans has steadily declined. See “‘ Average Siz 
authorities and the Executive Committee of National Mortgage Loans Recorded 1917-35,” Agr 
Association of Supervisors of State Banks effective Finance Review, November, 1938, p. 32- 
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tenders combined.?° During the period bonds. This cannot be done in a day or 
-1936 the race for liquidity re- a year, but it can be accomplished by a 
‘ted in a great shift of loans from steady policy followed over a period of 


-her lenders to the Federal agencies.*!__ time. 


1933 


Exuisit I 


TREND OF FARM-MORTGAGE HOLDINGS OF PRINCIPAL 
LENDING AGENCIES, 1914-DEC. 31,1938 
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rce: Prepared by U. S. Department of Agriculture, Agricultural Finance Review, November, 1938, p. 7. 














[he government in effect exchanged its The distinctive functions of the pres- 
wn bonds for these mortgages. Since ent Federal Credit Administration are 
en there has been a decline in Fed- those of the Land Banks, the Land 
ral financing and a return tonormal Bank Commissioner, and the Inter- 
hannels. mediate Credit system. The other agen- 
What the banks need to do is to cies grew up during the 1933 emergency 
verse their position; i.e., reacquire and possess no intrinsic superiority over 
ie mortgages and sell the government — the commercial banks. No changes in 


{ericultural Finance Review, May, 1938, Table 2, marked has been the willingness of these private in- 
+. vestors to return to the field which they were forced 
\t the peak of the refinancing program insurance to abandon in 1933, that in the first quarter of this 
nies and other private investors in mortgages year the closing of Land Bank and Commissioner 
t completely retired from the field, and the loans represented but 30% of the total farm mortgage 
ii Land Banks and the Land Bank Commissioner business done throughout the country.” Cooperative 
loing practically 75% of all the farm mortgage Farm Mortgage Credit, 7916-1936, by W. I. Myers, 
s. During the first quarter of 1935, banks, Governor, Farm Credit Administration. Washington: 
companies, and other private creditors fi- U.S. Government Printing Office 16-5336, Circular 
f all farm mortgages recorded compared A-8, pp. 20, 21. See also Agricultural Finance Review, 
35% of the recorded business during the November, 1938, p. 9, for amount of loans recorded 

ter of 1934 and a scant 23% of the first quarterly from 1934 to 1938. 

isiness. At the present time (1936), so 
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law or bank regulations are necessary 
to enable banks to regain this portion of 
their business. 

From the beginning there was no 
good reason why commercial banks 
should not have made well secured 
loans of the type made by the Inter- 
mediate Credit Banks. A simple change 
in banking policy and in the regulations 
of the national and state agencies is all 
that is needed to enable these loans to 
be made. With agricultural loans up to 
nine months rediscountable at the Fed- 
eral Reserve, there is no reason why an 
increased quantity of one to three year 
paper cannot be taken. The total short- 
term loans of the FCA are about $426,- 
000,000. This is a relatively small 
amount, and if all of these were dis- 
tributed among the country banks, it 
would mean only a small increment to 
the total assets. The long-term loans, 
however, stand in a different position. 

Long-term farm mortgage loans are 
made by the Federal Land Banks, by 
the Land Bank Commissioner, and by 
the Federal Farm Mortgage Corpora- 
tion. The loans of the Land Banks as of 
December, 1938, were $1,982,000,000; 
those of the Federal Mortgage Corpora- 
tion about $752,000,000,”? an amount 
about equal to the government bond 
holdings of all country member banks. 


22 Federal Reserve Bulletin, February, 1939. The loans 
of the Land Bank Commissioner can be made up to 
75% of the appraised value of farm property. The 
primary purpose of Commissioner loans was to afford 
relief in the 1933 emergency for debtors who could 
not be helped under the more conservative rules of 
the Land Banks. These loans had a special govern- 
ment subsidy and cannot therefore be considered to 
be of such a nature as to be desired by private lenders. 
The $200,000,000 fund allotted to the Land Bank 
Commission was by the Act of Congress January 31, 
1934, transferred to the Federal Farm Mortgage 
Corporation. This corporation had a twofold purpose: 
(1) to finance the lower grade Commissioner loans; 
and (2) to help finance the Land Banks by buying 
their bonds. While it would seem probable that Com- 
missioner loans are of a lower quality than those of the 
Land Bank, such a judgment is not yet confirmed by 
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Since about 60% of the mortgage loan; 
held by these agencies was acquired 
since 1932, it seems probable that bot) 
the Land Banks and the Commissione; 
have many loans, probably 25% of the 
total, which would not be considered by 
a private lender. These loans were jp. 
curred to subsidize debtors-creditoy; 
for the purpose of bailing out banks. 
life insurance companies, and others jy 
the period 1933-1936.”° 

The other 75 % of the loans are there- 
fore probably reasonably good risks 
Final judgment, of course, would re- 
quire more detailed analysis as well a; 
some forecast of the future of agricul- 
tural prices and profits. If some 75% 
the loans are good, it is prima faci: 
evidence that from the viewpoint 
safety the FCA is subsidizing only that 
portion of the farmers who are poor 
risks. The others are paying their way, 
and it is both the legislative intentio: 
and the purpose of the administra- 
tors of the FCA to make this agenc; 
self-supporting. 

Granting that the risk is on ane 
nomic basis, is the interest rate’ Her 
the answer is not so obvious. Original; 
the Land Banks obtained their funds | 
selling bonds in the open market. [hes 
bonds were not government obligations 
as to either principal or interest. Now, 


the collections of interest. Collections on Comr 
sioner loans in 1936 amounted to 77.3% of the tot 
due (Credit for Agriculture in 1936, p. 13). Coll 
on Land Bank loans in 1936 were 77.5‘ 

p. 10). In 1937 collections of interest were delinquent 
on 24.3% of Commissioner loans (Fifth Annus 
Report, p. 67) and the percentage of Land Ban! 

on which all installments were delinquent in 1937 
20.6% (ibid., p. 22). See also Agricultural | 
Review, November, 1938, Table 3, p. 8. 

23W. I. Myers, Cooperative Farm Mortgage Ure 
1910-1936, pp. 15-16. “In the three years follow 
May, 1933, total disbursements by the an 
the Land Bank Commissioner amounted t 
than $2,040,000,000 on upward to 760, 
Ninety per cent of this amount went to pa} 

to insurance companies, mortgage loan con 
country banks, and private investors.” 











wever, the Land Banks borrow di- 
on their own obligations and 
directly on the obligations of the 
Federal Mortgage Corporation, which 
re in fact government bonds. To the 
te paid for money in the market, it is 
claimed by the governor of the FCA, 
e Land Banks have added a ‘ ‘margin 
of 1% to cover cost of operating the 
mortgage credit system and losses on 
The financial statements of the FCA 
how that this amount is more than 
ficient to cover the operating costs so 
that there is no subsidy in this re- 
spect. The contract rate on loans has 
been lowered 14% by Act of Congress, 
e Treasury contributing the differ- 
nce of $30,000,000 to the banks. 
[his is a direct subsidy. The question 
remains: Is the remaining differential 
ficient to cover the probable losses? 
lo this question no final answer can be 
de. Estimates of risk differ, and only 
after the passage of considerable time 
|| we be able to know whether or not 
the rates charged are sufficient. 
lf under these circumstances the 
Land Banks can function, it proves 
that farm credit can be provided at 
rates of about 1% above those existing 
n high-grade bonds on the New York 
market. 
(he contract rate now being charged 
y the el and Banks on association loans 
ib , less 16% subsidy,”® plus some 
larges. The rate on direct loans is 
net 445%. It is probable that a rate of 
419° to §% on high-grade mortgages 
iid be competitive, if the additional 
and the necessity of buying 





rect 
recti)y 
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“W. I. Myers, The Farmers’ Own Credit System. 
‘ashington: U. §. Government Printing Office, 
it No. A-4, 1935. 
n a loan of $5,000 through an association 
ild be: 5% stock—$250; $50—1% fee for 
local association; $25— 14% fee for closing 
Land Bank. For rates see Agricultural Fi- 
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stock in the local association (which in 
the past has often resulted in loss) are 
considered. It would also be above the 
present return on bonds. Moreover, the 
local banker is probably a better judge 
of the value of a local mortgage than he 
is of the value of a bond about which he 
knows merely what the rating agency 
says about it. The fact that insurance 
companies are now entering the farm 
mortgage field quite heavily in direct 
competition with the FCA is prima 
facie proof that they can compete with 
this agency. The country bank could 
probably also take over additional loans 
without additional overhead and with 
small direct costs. 

The WPA has compiled data on farm 
mortgage interest rates for the various 
states. They have not yet made a 
compositie index for the United States. 
Selecting Wisconsin as typical of good 
mortgage investment outlets, we may 
compare farm rates with bond yields. 
During the period 1921-1930 the aver- 
age rate received on farm mortgages 
of all types in Wisconsin was 5.64%.?" 
The yield on bonds was as follows: 
Moody’s 120 Domestic Corporations, 
5-57%; AAA, 4.92%; AA, 5.25%; A, 
5-55%; BAA, 6.44%. Because of the 
wild movements of prices’ during the 
depression, comparisons over periods 
are unfruitful. But by 1935 the Wiscon- 
sin rate had fallen to 4.9%; the average 
for 16 states, to 5.5%.** The yield on 
120 Domestic Corporations was 3.95 ¢ 
on AAA, 3.08% in December, 1938. 

This gives a yield on farm mortgages 
in Wisconsin of about 1% higher than 


on 120 Domestic Bonds “ed about 2% 








nance Review, November, 1938, Table 17, p. 112. 

% See “Trends of Farm-Mortgage Interest Rates,” 
Agricultural Finance Review, May, 1938, p. 35. 

27 Farm-Mortgage Recordings, Wisconsin. Washington: 
U. S. Department of Agriculture, November, 1938, 
Table 2, p. 6. 

28 Agricultural Finance Review, May, 1938, p. 37. 
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higher than on AAA bonds. This latter worship of a fetish unsupported by 
differential is wider by almost 1% reason and fact, then no one can den, 
than that which existed in the period to bankers the right to sacrifice the, 
1921-1930. The increasing size of this | own prosperity upon the altars of ; 
differential is due in large part to the false god. In so far, however, as banker: 
demand which has been created for desire to buy only short-term loc; 
these bonds by the rulings of the paper because they are unwilling ; 
Comptroller of the Currency. More- take long-term risks, or because the 
over, past experience shows that com- believe with sixty leading economis:s 
mercial banks, because of the superior that ‘the making of such loans is no; 
convenience and advantage of dealing an appropriate function of a banking 
with a home agency, consistently system”® but should be left to other 
have been able to obtain higher rates agencies, then the country banker 
than other agencies.”® should face the fact that his réle in the 
The two factors which drove banks community will be a minor one. He wil! 
and private agencies out of the mort- finance the government which in tur: 
gage market: the decline of agriculture, will finance the farmer. Banks wil! 
1920-1933, and the race for liquidity, consider themselves “liquid” and sound 
1930-1935, need no longer be operative. _ because they hold an abundance of lov 
A return to the mortgage business ap- _ yield government bonds. The countr; 
pears to be both safe and profitable. banker will no longer be a negotiator of 
ons cae ; ; credit, but a station for safekeeping 
The Choice of Policy money, conducting checking accounts, 
If, despite the opportunity to profit making minor loans, and holding gov- 
by the purchase of farm mortgages, itis | ernment paper. 
still believed preferable for banks to In the performance of these func- 
pursue the liquidity objective, then tions, a branch banking system wit 
the above discussion is of no conse- country bank stations would probab); 
quence. For it is obviously not worth be more efficient.*! Clerks can ver} 
while to discuss how banks might be — well conduct the bookkeeping neces 
able to operate successfully with long- sary for checking accounts, and the 
term local paper if in any event they — central office of a branch system ca! 
will not buy it. And since short-term attend to the purchase of bonds. It 
paper is extremely scarce, it cannot no mere coincidence that so many 
support the present banking structure. those who believe that the banking 
If perchance the abandonment of the system should remain liquid, a! 
mortgage market is a deliberate pref- favor branch banking. Indeed, 
erence, shared by the banking com- judgment may be hazarded that 
munity and the Federal officials, for branch banks could have come int 
faith in liquidity, the existence like chain merchandise stor 


+ 


the ancient 


their compensation by the earnings. On the w! 
however, it seems probable that if the local pre 
and his relatives were replaced by managers tr 
in the offices of a branch system, the cost of 

over a period of time would probably be lower for 
branch system. This is, however, largely in the rea 


29 For data see previous citation and Agricultural Fi- 
nance Review, May, 1938, p. 42. 

8° House Hearings on the Banking Act of 1935, p. 761. 
$1 In terms of money cost, it is not possible to say with 
much assurance what would be at this moment the 
relative cost of operating a unit bank compared to a 
branch. Many officers of unit banks are themselves of conjecture. 
owners or related to owners and are obliged to gauge 











ut legislative permission, under 
» conditions they already would 
minated the field. So far as the 
liate future is concerned, it is 
e that in spite of the obvious 
nomic advantages of branch bank- 
> under the existing desire for liquid- 
y, the dual system of unit banks can 
» maintained by political pressure. 
[he strength of the unit system 
s primarily upon the inability of a 
management to project itself 
the local communities. This advan- 
the unit bank retains only so long 
does primarily a local business. 
When it foregoes this business for the 
nd market it is entering a domain 
it is at a disadvantage. During 
first twenty years of this century 
cal banking problem was simple, 
‘an elementary knowledge of 
nking technique sufficed to insure 
fitable operation.”’8? Between 1865 
11920, out of 594 bank failures, 58% 
re due to criminal and unlawful acts, 
‘;, to injudicious acts, and only 14% 
lefault or a fall in the market value 
ssets. The small size of the third 
ercentage was caused by the increas- 
z profitableness of agriculture during 
period. Since 1920 bank failures 
been largely due to losses on loans 


D. Bren er, Op. cit, Pp. 32. 
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and investments. A return to local 
business will not insure success, but it 
will at least put the local banker 
back into a field where he is competent 
to judge his credit risks. Without this 
local business the country bank need 
not collapse. It can survive because 
politics will not suffer a branch system, 
but the unit that remains will be 
greatly emasculated. Protected from 
branch competition by the grace of the 
FDIC, the unit bank can limp along in- 
definitely as an uneconomic institution. 

What should be done? The actual 
choice of policy lies in the hands of 
others. I can only indicate my own 
view that the time has come when it is 
wise to abandon liquidity and open 
market shiftability as the exclusive 
aims of banking policy. It is wiser and 
more honest to abandon this aim than 
to pretend to be conforming to it when 
in fact we are not. We now adhere to it 
only enough to make it impossible 
openly and deliberately to adopt a 
more sensible policy. So long as the 
country unit bank is not intrinsically 
uneconomical, there are many who 
believe it desirable to preserve this 
institution for broad social and political 
reasons. What is needed, therefore, is 
the restoration of local investment 
opportunities. 








REFORM LAW AND BUSINESS STATESMANSHIp 
BY CHARLES I. GRAGG 


ONGRESS, in passing laws 
aimed at bringing about re- 
forms in business practices, has 

served a twofold notice on the business 
community. In the first place, it has 
informed business management that 
certain practices are no longer regarded 
as acceptable and that their continu- 
ance will be repressed. At the same 
time, Congress has notified business- 
men that constructive action is needed. 
It has said in effect: “‘ We are informing 
you of important facts as to the under- 
lying needs and desires of the public; 
with that knowledge, it is your job 
not only to comply with those desires 
in the literal sense but also to take 
advantage of the opportunities for 
constructive action which are open to 
you as business leaders.” 

For many reasons businessmen tend 
at first to regard the laws as intrusions 
on the rights of individual enterprise 
and as threats to the maintenance or 
improvement of the nation’s economic 
standard of living. To the extent that 
business has been unaware of the un- 
derlying causes of these laws, further- 
more, there is typically an initial feeling 
of resentment based on suspicion that 
the laws may have been influenced by 
groups seeking to further their own 
interests without due regard for the 
welfare of others. The result, naturally, 
is a general inclination to denounce the 
laws and to seek to obey them in only 
the narrowest permissible ways. Excep- 
tions are found among those business- 
men who have actively advocated a 
particular law, and those who already 
have anticipated the requirements of a 


law by decisions consistent with tha 
law. 

Without examination into the eco- 
nomic merits and demerits of each re. 
form law, it may be said that these 
statutes have stood the test of time 
long enough to suggest the possibility 
that they do in fact reflect the attitude 
of the public at large. In a democrat 
nation, such a suggestion has meaning: 
the persons and institutions affected 
must comply in a narrow sense wit 
the laws, and are expected to make ad- 
justments to their broadest implica- 
tions. To conclude otherwise would tx 
to deny the principles upon which « 
political system rests. 

This discussion examines the busi- 
nessman’s task of adjusting himself and 
his operations to the requirements 
the more recent business reform laws, 
namely, those enacted in the period 
beginning with 1933. These laws, t 
be sure, constitute only a portion 
the legislation which affects the man- 
agement of business enterprise, anc 
they are not new in the sense that t! 
had no forerunners in earlier political 
administrations. Nor were the ideas 
which many of these were based en- 
tirely new to businessmen in 1933 
Beginning in 1933, however, busin 
men have faced the problem of making 
adjustments to reform legislation 0! 
scale without precedent and in dir 
tions which are subject to a widening 
public scrutiny. 

These reform laws require specia 
qualities of business management 4! 
the exercise of business statesmans!!p 
on an enlarged scale in furtherance: 





‘¢ fairness and lack of deception in 
elling, for avoidance of monopoly, for 
srengthening of the status of labor, 
.d for improvement of the informa- 
) made available to investors. 
[he most significant characteristic 
‘the recent reform legislation is that, 
ike the older laws, it leaves with busi- 
ness executives the responsibility for 
nstructive action. The result has not 
been the regimentation of business, as 
many have feared, but rather a preser- 
vation of differential opportunities 
within the new rules. To be sure, the 
new laws and amendments continue to 
sive the public, through various agen- 
ies, the power legally to veto a large 
number of business practices held to 
ntrary to the public interest. 
These statutes do not, however, pro- 
pose that the public through its sev- 
:| agencies shall affirmatively tell the 
usinessman what action he must de- 
ide to take. That task remains his, 
| the public interest will be well or 
served according to the success with 
which business administrators are able 
adapt their firms’ operations and 
their personal activities to the new re- 
irements. Sharp contrasts are pro- 
ided in some other nations where 
thority and permission to proceed 
vith a proposed business transaction 
‘ten must be obtained from some gov- 
rmental agency before action can be 
As in the past, the economic welfare 
i the nation depends in large degree 
n the originative ability exercised 
its business leaders. This conclu- 


— oF 






ther Reimann, “‘Doing Business in Ger- 
' Harpers Magazine, March, 1939, pp. 371-381. 
Melvin T. Copeland, ‘The Problem of Adminis- 
e Robinson-Patman Act,” xv HARVARD BUSI- 

w 2, Winter, 1937, esp. p. 173. 
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or belittle the importance of competent 
judgment and action on the part of 
others. For instance, administrative 
agencies, such as the Federal Trade 
Commission, the National Labor Rela- 
tions Board, and the Securities and Ex- 
change Commission, have problems 
and responsibilities similar in many 
respects to those of a business enter- 
prise.” Again, under the rights estab- 
lished by the National Labor Relations 
Act, labor organizations themselves 
have faced a series of adjustment prob- 
lems concerning jurisdictional disputes, 
internal procedures, and attitudes to- 
ward amendments to the law.* Con- 
gress itself, moreover, has the prob- 
lems not only of enacting the laws and 
drafting them in understandable terms, 
but also of acting on such amendments 
and even repeals as experience may 
suggest. Finally, the courts continue 
their functions of interpreting the laws 
and passing on their constitutionality 
when cases come before them for 
judgment. 

The process of business adjustment 
to reform laws is not simple. It calls 
for an enlarged exercise of intellectual 
capacities, for ability to find and as- 
similate competent advice, for the 
cultivation of patience and emotional 
self-control, and for recognition of the 
need for counterpoising the objectives 
of the specific business enterprise with 
the objectives of the reform legislation 
under consideration. 

For the present discussion, business 
reform legislation is defined as statutes 
which require large numbers of business 
firms to make changes in their business 
policies and practices. Reform legis- 







































3 See E. C. Robbins, ‘‘ American Business Leaders and 
Labor’s War,” and Harold J. Ruttenberg, “‘The 
Strategy of Industrial Peace,” xvi1 HARVARD BUSINESS 
REVIEW 2, Winter, 1939, pp. 153-176. 







Harvard Business ‘Review 


responsibility must take, each in 
own way, a personal attitude toward 
the law. To ignore the existence of sych 
a law is scarcely possible, and the choice 
of attitudes, therefore, commonly :: 
restricted to three broad categories: 
approval, neutrality, or disapproval, 
Approval is to be expected among busi- 
nessmen who, individually or in eri UDs. 
have actively sponsored or supported 
particular laws or already are conform- 
ing to them. Neutrality is rare. Disap- 
proval characterizes the initial and 
perhaps the continuing attitudes 
large numbers of businessmen. 

The personal attitudes of executives 
toward laws, as toward most other 
matters, are the result of complex mix. 
tures of emotion and reason. The first 
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lation therefore differs from the com- 
mon law and ordinary legislation, which 
seek to clarify and standardize existing 
rights and duties as already accepted 
by most of the persons or institutions 
affected. The Robinson-Patman Act, 
for instance, is to be regarded as a re- 
form law because it was intended to 
prohibit price tactics which before its 
enactment were commonly regarded as 
normal and permissible, if not always 
sound, by a large majority of business- 
men. A more dramatic example is the 
Wagner Act, which prohibits many pre- 
viously customary practices, such as 
the financial support of company un- 
ions; even the act of talking freely to 
his employees by an employer has been 


challenged as a violation of this law. 

Business operations have been af- 
fected not only by the reform laws but 
also by recovery laws, such as the dol- 
lar-devaluation act, and by economic 
security laws, such as the social security 
legislation. It is, however, with the 
management task of adjustment to the 
recent series of reform laws that this 
paper is chiefly concerned. These re- 
form statutes present problems of busi- 
ness administration which in many 
respects are different from the problems 
presented by recovery and _ security 
legislation. In fact, it is often argued 
that reform, on the one hand, and re- 
covery and security, on the other, are 
at some points mutually incompatible. 
This possibility adds further complexi- 
ties to management’s problem of ad- 
justment to reforms. 
Executive Personal Attitudes 

The first step in the process of adjust- 
ing a business to the requirements of a 
reform law is that taken individually by 
the executives themselves. Whether the 
enterprise is a proprietorship, part- 
nership, or corporation, the men and 
women in positions of authority and 


reaction seems typically to be mu 


more fully conditioned by emotion than 


by reason. Business executives in co! 
petitive industries and trades owe n 


small part of their success to robust 


emotional capacities. Courage and 
gressiveness are usually characteristic 
those persons who take large risks 
are able to elicit effective cooperat 
from other executives and employe 
These properties commonly are 
ciated with emotional vigor. With 


resort to thorough psychological analy- 


sis of personality make-ups, it maj 
hazarded that personal pride in a 
plishment, or anxiety over lack ol! 
complishment, is often the cau 
an initial intense antagonism 
part of businessmen toward the reio! 
statutes. They tell him what not 1 
and state that the prohibition “‘is 1 
public interest.””’ The implicati 
clear: if he has done any of the thing 
prohibited, he has been doing w! 
Faced with the choice of accepting 
implication or resenting the provi 
of the law, he frequently and not 
naturally takes the latter « 
using perhaps such terms as 
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nunist. 
ibsequently, rational analysis of 
rm statutes enters more and 
-e largely into the attitudes of busi- 
«< executives, partly as a result of 
ing familiarity with the laws and 
‘r reception by competitors and the 
at large. In any event, there is 
, a modification of first attitudes. 


“demagogue,” “dictator,” and 


rel 


irge 


nstance, 
The last two conventions of the National 
n of Manufacturers offer a study 
ntrasts. A year ago [1935] the keynote 
the convention was bitter and unrelent- 
osition to the Roosevelt Adminis- 
ion. This year there has been a change. 
e keynote of the 1936 Convention is 
ition by industry with the Govern- 
t in solving the problem of unemploy- 
in raising the standard of living and 
g to protect the country against 

nce of depression.‘ 


‘instances of changing attitudes 
eported by the administrator of the 
ir Labor Standards Act as follows: 


| have the advantage of having made 
several trips to the Southeast, Southwest, 
Middle West, and West. I have met mostly 
with chambers of commerce—in San Fran- 
with the Commonwealth Club, in 
icago with the Illinois Manufacturers 
\ssociation, and so forth—and everywhere 
ey seem to think that it is not a bad act, 
iter all. A great many people say this to 
“Of course, we were against the act 

ise we thought it was just another 
xample of Government bureaucracy but- 
ng into the affairs of business, but, appar- 
ly, it is going to work.” Business men 
m to agree on the shorter work-week, 


lork Times, December 11, 1936. 

ind Hour Administration,” testimony of 

er F. Andrews before House Appropriations Com- 
Personnel Journal, February, 1939, p. 298. 

n of the demand among executives and 
for such an understanding is evidenced 
ng publication of services designed to 

nmarize, and keep up to date the status of 
nistrative findings and procedures, and 


and the gradual raising of wages. They 
agree that that is a good thing from the 
business standpoint, . 


It must not be inferred that all 
businessmen at first react emotionally 
in opposition to all reform laws. There 
are large businesses and small. Among 
the latter, numerous executives have 
shown a strong emotional bias in favor 
of the Robinson-Patman Act and its 
restrictions on the granting of spe- 
cial discounts to large-scale buyers. 
Among the large business firms, more- 
over, were many executives who during 
the era of the National Industrial 
Recovery Act immediately and with 
eagerness supported code provisions 
against “‘chiseling,”’ “‘selling below 
cost,” and “‘sweatshops.” 

One generalization may be offered 
in this connection: so long as an execu- 
tive holds an attitude of emotional 
disapproval toward a law, he neces- 
sarily finds it difficult to take full 
advantage of the opportunities left 
open by that law; the more likely he 
is, in other words, to search merely 
for means of achieving a narrowly 
legalistic adjustment. 

Whatever may be his first reaction 
toward a specific reform bill, a business- 
man sooner or later will find that for 
the full performance of his responsibili- 
ties his attitude must include room for 
acquiring a usable understanding of the 
law and its workings. 


Understanding of the Laws 


The businessman needs to know what 
the reform laws prohibit® and also what 


court decisions. See, for instance: 

N. A. M. Law Digest and its supplement, issued by 
the National Association of Manufacturers of the 
United States of America, Inc. 

Labor Relations Reporter, published by the Bureau 
of National Affairs, Inc. 

Adjusting Your Business to the New Legislation, pub- 
lished by the Tax Research Institute of America, Inc. 
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opportunities they preserve. Without 
such knowledge he is not in position 
either to take the negative action of 
literal compliance with the laws, or to 
undertake the positive task of formulat- 
ing sound business policies and objec- 
tives compatible with the laws. Nor can 
he effectively appraise the laws for the 
purpose of deciding whether and in 
what direction he shall seek to modify 
them. If these were not sufficient mo- 
tives, there would still remain the desire 
to avoid the fine and imprisonment 
penalties of several of the laws. 

This need for understanding is not a 
new one. Business firms for decades 
have had the problem of adjustment to 
the laws prohibiting monopoly and un- 
fair competition. There are features of 
the recent reform laws, however, which 
make attainment of a thorough under- 
standing peculiarly difficult. For one 
thing, a majority rather than a small 
minority of business practices may be 
held illegal. The specific coverage of the 
laws has been extended beyond the 
former concept of injury to competitors 
and resultant indirect injury to others. 
Now injuries to consumers, business 
customers, employees, and investors 
are to be judged as illegal practices. It 
is a special strain on an individual to 
become familiar with a wholesale change 
in the rules of any game. For another 
thing, the new laws have raised deep 
questions of constitutionality and con- 
sequently have resulted in prolonged 
uncertainty as to final court rulings. 
The Wagner Act alone, for instance, 
raised at least three such questions: 
(1) Under what circumstances is manu- 
facturing itself to be defined as inter- 
state commerce? (2) Can an employer 
legally counsel his employees who ask 
his views on the advantages of the sev- 
eral types of labor organization which 
they contemplate joining? (3) Must an 
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employer rehire workers discharged be 


cause of their seizure of his Property 


while on strike? 
In addition to the problem of , 


Uli- 


derstanding the laws as written and a: 


sooner or later interpreted by 
courts, there is the further task of ; 


dicting what decisions will be reached 


by the agencies, public and otherwis 


concerned with the administration 
the laws. Usually these agencies, s 


as the Federal Trade Commission. ; 
National Labor Relations Board. ; 


Wages and Hours Administrator, ; 
the Securities and Exchange Comn 


sion, seem ready to discuss in genera 


terms their interpretations of the re- 


spective laws with which they 
but unwilling to predict in advance 
specific complaints and hearings w! 
action they will take in individual ca 
as to the legality of specific practi 
either actual or proposed. 


Among the probable reasons for t! 


attitude, one is of outstanding im; 
tance, namely, realization by the 
ministrative agencies themselves t! 


in accordance with the governing poll 
common to the laws, the responsibil! 


for decision upon positive action | 
with the business community; 
after such decisions are reached sh 


the Federal commissions make rulings 


To do otherwise would open th 
to accusations of government dicta! 


ship over the making of busin 


judgments. 
Even after one of these commiss 
has held a hearing and reachec 


ee ° “cc oad } L norct 
cision leading to a “cease and ces 


‘ 


order, it leaves up to the det 


business enterprise the responsi1iit 


for determining the manner in 
the order will be carried out. An 0: 
to make good past losses, such a 
be issued by the NLRB in th 
of illegally discharged employees, 1 












- to transgress this principle of 
idin prescription of action. Such 
_ nevertheless, stop short of dic- 

¢ new policies. 


[his principle of refraining from dic- 


positive action to business is 


liystrated in the long-established pro- 


ire of the FTC for handling trade 


. ] 
tice TUICS. 


Under this procedure, effective 


bit 


ns are made available for the voluntary 


sarticipation and cooperation, with the 


ion, of industry groups and other 


terested or affected parties in the estab- 


ent and observance of rules of fair 
tices. Thus cooperative action among 


mpetitors within the law and under Com- 


n supervision may properly be taken 


| trade abuses.’ 


Other instances of this principle are 


nished by the SEC. The securities 
inge law requires that if the com- 
n believes changes in the rules 


nd practices of a national exchange to 


necessary, the commission shall re- 
the exchange to effect such 
nges “‘on its own behalf.”’ Only in 


ise of failure of the exchange to take 


propriate action may the commission 
ler it to do so.8 In conformance with 
iW: 


. on November 23, 1937, the Com- 
through its Chairman, publicly 


juested the New York Stock Exchange 


roceed at once to work out a satisfac- 
plan of reorganization in order that 
needs of efficient management of an 
tant public institution might be 


tisted. In compliance with this request, 


xchange appointed an independent 
ittee to study and report on the need 
h a reorganization. This Committee, 


Report of the Federal Trade Commission for 
Ended June 30, 1938, “Part III. 
Conferences,” p. 107. See also the 

Lincoln Filene starting on p. 434 of this issue 

VARD BUSINESS REVIEW. 

ties Exchange Law of 1934, Section 19 (b). 
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headed by Carle C. Conway, Chairman of 
the Board of Directors of the Continental 
Can Company, immediately instituted 
studies and on January 27, 1938, submitted 
an outstanding report to the Exchange. 
This report recognized the fact that 
national securities exchanges are public 
institutions impressed with a public trust, 
and provided a plan for a modern adminis- 
trative organization to supplant the old 
outmoded one. - 


Again the Fair Labor Standards Act 
of 1938!° reads in part: 


INDUSTRY COMMITTEES 


Sec. 5. (b) An industry committee shall 
be appointed by the Administrator. 

It shall include a number of disinterested 
persons representing the public, one of 
whom the Administrator shall designate as 
chairman, a like number of persons repre- 
senting employees in the industry, and a 
like number representing employers in the 
industry. 

WAGE ORDERS 

Sec. 8. (a) . . . the Administrator shall 
from time to time convene the industry 
committee for each such industry, and the 
industry committee shall from time to 
time recommend the minimum rate or 
rates of wages to be paid under section 6 
by employers engaged in commerce or in 
the production of goods for commerce in 
such industry or classifications therein. 

(b) . . . The committee shall recom- 
mend to the Administrator the highest 
minimum wage rates for the industry 
which it determines, having due regard to 
economic and competitive conditions, will 
not substantially curtail employment in the 
industry. 


(d) ...If the Administrator disap- 
proves such recommendations he shall 


° Fourth Annual Report of the Securities and Exchange 
Commission, Fiscal Year Ended June 30, 1938, 
“‘National Securities Exchanges,” pp. 20-21. 

10 Public—No. 718—75th Congress, Chapter 676— 
3d Session, S. 2475. 
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again refer the matter to such committee, 
or to another industry committee for such 
industry (which he may appoint for such 
purpose), for further consideration and 
recommendations. 


It must be concluded that the busi- 
nessman in order to understand the 
laws and their objectives faces a prob- 
lem of legal research and self-training. 
Since most business executives lack 
formal legal knowledge, help has been 
sought from lawyers and other experts 
with legal backgrounds; it is probable 
that the item of advisory and trial 
expenses has increased considerably in 
the accounts of many business firms. 
The diversion of executive time and 
energy to study of the laws, moreover, 
is a cost which has many implications 
as to management efficiency. Whatever 
may be the resultant bill incurred by 
business as a whole because of these 
added expenses, an immediate goal of 
major importance for the businessman 
is to reach a competent understanding 
of the legal factors and obligations 
which he must henceforth consider in 
the solution of his problems. 


Obligations and Opportunities of the 
Business Enterprise 


In considering the wisdom of any 
actual or proposed business action an 
executive normally weighs the business 
risks involved. If he buys goods, what 
is the risk that he cannot resell them 
at the expected markup? If he accepts 
orders, what is the risk that he cannot 
fill them at the planned costs? If he 
lays off skilled workers, what risks does 
he run with respect to rehiring or re- 
placing them in case of later need? 

The passage of a reform law con- 
fronts executives with additional risks 
to weigh in their analysis of business 
problems. In practice the management 
of a business enterprise which is af- 


fected by even one of the Federal r¢ 
form laws faces a many-sided problem. 
or rather a chain of interrelated prob 
lems. ‘To analyze thoroughly such 
chain of problems as is met would be 
beyond the space limits of this paper 

Lest the discussion which follows ap- 
pear too elementary, however, it seems 
desirable to point out that behind each 
issue or decision mentioned below there 
no doubt existed a_ background 
highly complex analysis. The bare in- 
gredients of such a background may 
be brought out with reference to - 
strike case. This case raised issues as 
to management personnel, labor rela- 
tions, company practices and compan; 
objectives, the letter of the Wagner 
Act, and the objectives of the Wagne: 
Act. The employees in one of the com- 
pany’s factories were organized int 
several independent unions with whic! 
the management, in full complian 
with the letter of the Wagner Act 
carried on collective bargaining in g 
faith. One result was an agreement 1 
bargain over wages on July 1 of eac! 
year. Workers in the company’s othe: 
factory, located in a different « 
munity, were not organized, though 
the company had done nothing to dis- 
courage such organization. 

In January of a recent year the man- 
agement decided to raise wages in t! 
unorganized plant for reasons peculia! 
to the locality. By March, the execu- 
tives decided that a similar wage in- 
crease should be made in the organizec 
factory. At this point, a division * 
place among executives. A min 
argued that a desirable company ol 
tive should be to strengthen, wheneve! 
reasonably possible, the union leaders 
with which the company bargained 
These executives believed, there! 
that the wage increase should b 
layed in order to give the union ! 









All, 


Gaily 





rtunity to urge the matter at 

e July 1 conference. 
‘1 tajority of the executives, how- 
ld a different view. They op- 
deliberate strengthening of the 
in leaders, contending that the 
Wagener Act provisions, fully compiled 
with by the management in this case, 
were a sufficient safeguard of the un- 
ns’ rights. They contended further 
hat the employees should not suffer 
lelay proposed. This view was 
fin adopted, over the protests of 
the minority executives. The wage in- 
ise was announced soon after. 


Within a short time one of the unions, 


whose members worked in a bottle- 
eck department, suddenly called a 
trike over an unsettled grievance case 
h was a subject for further col- 
tive bargaining. Negotiations soon 
ed that the real cause of the 
was the company’s tactics in 
ising wages without opportunity for 
rgaining. The other unions did not 


ALE Ail 


rike, but the work in their depart- 


ments was stopped through lack of 


aterials. 
(hus this situation raised the issues 
which management group, ma- 
ity or minority, should be em- 
wered to make future decisions on 
r problems. It also involved ques- 
' company labor objectives, 
ige rates, relations with customers, 


rights of the several labor groups, and 


The company had complied with 
tter of the Wagner Act; should it 
mpt to comply also with the spirit 
e law by settling the grievance case 
rably to the union? Would this 
if successful, encourage the 
unions to strike at some later 
inder similar circumstances? If 
id so, would the company have 
ited to such further strikes by 


5 
? 


in too easily? Would manage- 
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ment capitulation in this plant lead to 
labor unrest and possibly strikes in the 
unorganized factory? Should the man- 
agement make an agreement with the 
striking union while it was still on 
strike, and if so, what agreement? 

These questions called for decisions 
by the management; decisions relative 
to legal compliance with the law and 
also to what positive action should be 
taken in the interest of company and 
employee welfare as a whole and with 
regard for future repercussions. The 
problem was not caused by the Wagner 
Act, in all probability, because similar 
situations had been known in earlier 
times. But under the act the manage- 
ment was limited in some ways; it 
could not, for instance, embark on a 
campaign of trying to wean members 
away from the union by persuasion or 
coercion. The opportunity still re- 
mained, however, to formulate some 
plan of action compatible both with 
the law and with company interests. 

However complex may be the prob- 
lems arising from the passage of a re- 
form law, business management has 
to decide upon its procedure of adjust- 
ment. It may elect to do nothing until 
complaints are made against the busi- 
ness by customers, competitors, em- 
ployees, or others. This course is risky. 
The opposite course, that of reviewing 
company practices and objectives for 
the purpose of taking the initiative in 
making prompt adjustments, is more 
in keeping with business wisdom. An 
instance of prompt adjustment made 
on management’s initiative has been 
reported as follows: 


Robinson-Patman Act: In order to comply 
with this Law, avoid excess taxes and 
remove doubt from the minds of our cus- 
tmoers and possible difficulties for your 


company, it was deemed advisable to 
re-write all contracts, both Packers Can 
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and General Line. Over 85% of all con- sellers and buyers alike. Again, vig 
tracts have already been re-written and Orous Opposition to unionization ha: 
practically complete substitution IS eX- been prevalent in many industries 
pected in the near future. [The Robinson- Advertisements potentially capable of 
Patman Act became effective on June 18th, eT OG cee ne ie 
1936. Old contracts were effective up to SEER CORSEREETY Ere PErished 
that date. From June 19th on throughout by a substantial number of companies. 
the balance of 1936, in which period the When company operations need t 
greater part of our business is done, con- be changed in order to comply with 
tract prices were made in compliance with new legal requirements, management; 
this Law. If the new prices had been in have a choice of the adjustment policy 
effect for the whole year of 1936 a further to be followed. That policy may be 
reduction of less than %0 of 1% on average merely the negative one of achiey ing 
can prices would have resulted.!! a strictly legalistic obedience to th 
letter of the law. It may, on the othe: 
hand, include also the positive aim o! 
formulating new business practices and 
objectives. Among these objectives, 
course, may be that of seeking amend- 
ment or repeal of the law itself. |i 
should be pointed out in this conne 
tion that there is nothing incompatib); 
between a constructive policy of ad 
justment to a reform law so long as i 
is in effect and a strong campaign 1 
have the law modified or repealed. 
Adoption of the policy of mer 
compliance with the letter of the lawim- 
plies a defeatist acceptance of the pri 
ciple of government control. According 
to this view, the management has met 
its responsibility when it has taker 
steps to see that the challenged pr 
tices are stopped or modified. In 


In many instances, however, such 
a review turns up nothing that calls 
for change so far as the law is con- 
cerned. The managements in such cases 
already have made decisions falling 
safely within both the letter and the 
spirit of the reform laws. As to pric- 
ing, for example, a number of com- 
panies long before the passage of the 
Robinson-Patman Act with its pro- 
visOs against price discrimination had 
adopted strict one-price policies.'? No 
change in either pricing practice or ob- 
jective need be made by these com- 
panies. Other firms with established 
policies of selling only to retailers run 
no risk of being charged with quoting 
unreasonably low prices to one or a 
few large chains or mail-order houses. 
In the field of labor relations numerous 
companies have operated for many 
years on the basis of friendly collective 
bargaining with unions representing 
100% of their employees. 

More often, however, review of a 
firm’s practices and objectives leads 
to doubt concerning the legality of cur- 
rent practices. Price bargaining and the 
making of price concessions without 
regard for quantities and differential 
costs have been characteristic of many 


be acceptable. It is scarcely adequat 
however, if the future of busines 
is taken into account, and it Is, 
thermore, inconsistent with the pri 
ciple of business initiative which 
through the reform laws and 
administration. 

Some elaboration of this staten 
is needed. One business executive, | 
instance, who protested that by 


12M. T. Copeland, Harvard Business Reports. * 
York: McGraw-Hill Book Company, Inc., 1939 ' 


9, P- 45. 


1t American Can Company, Annual Report, Decem- 


ber 31, 1936. 











was prevented from talking with 
lyising his employees, proceeded 

to the conclusion that he should 
business and retire. Such a 

of action assured literal com- 

anc with the Wagner Act. Having 
employees, he could no longer 
-ce them or discriminate against any 
m. It may be doubted, however, 
ether this man’s firm, his employees, 
mers, and sources of supply would 
from this negative adjustment. 
Other decisions on appropriate ad- 
nents of company practice have 
nged from active resistance based on 
gal grounds to acceptance of the laws 
the taking of positive steps to 

y with their apparent objectives. 

es of legal resistance to charges 

ight under the Wagner Act are 


merous. Thus: 


.. In this suit the Company asks the 
Court to declare the whole Labor Relations 
\ct unconstitutional. !% 


nstead of using legal means to fight 
tions arising under the Wagner 
ther companies have decided to 
the cooperation of the National 
Labor Relations Board in preventing 
ations from arising which might 
i to such allegations. For instance, 
board has adopted a ruling that an 
ployer may not petition for an elec- 
to determine the proper labor 
rganization to act as the bargaining 
igency for a group of employees.!4 Not 
terred by this ruling, however, 


In many situations an employer con- 
ted with the demands of rival unions 
ught our help and received it. In 
ractice we find it entirely practical to get 
{ the two organizations to file a peti- 
which gives us the formal entrance into 


¢ Goodyear Tire and Rubber Company, J nterim 
Stockholders, August 17, 1936. 
this ruling, which is not a part of the law 
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the situation which is required under our 
rules and regulations and thus to meet the 
employer’s appeal for help.!® 


Once such a company has found out 
with which of two or more compet- 
ing labor organizations it is proper to 
deal, the management can proceed to 
the constructive phase of the problem: 
that of bargaining collectively in such 
a way as to prevent both strikes and 
stoppages, and also to safeguard the 
well-being of the company and its em- 
ployees. It is in this process of bargain- 
ing that the management meets one of 
its severest tests. Constructive intent, 
patience, and intellectual application to 
the problem at hand can be expected, 
more often than not, to result in an 
outcome acceptable on all sides. 

An extreme case of constructive in- 
tent and opportunity to adjust opera- 
tions to the objectives of the Wagner 
Act is that of a company among whose 
laborers there is no organization and no 
attempt at organization. Offhand, there 
would seem to be no problem of adjust- 
ment to the law; no collective bargain- 
ing is called for and there is no room 
for discrimination against organizers. 
Negative compliance with the act is 
easy; there is nothing for the manage- 
ment to do. But the objectives of the 
act are to prevent impairments of com- 
merce caused by labor disputes and to 
guarantee freedom of organization to 
workers. For the management to do 
nothing under the circumstances de- 
scribed would be to overlook important 
opportunities. Prevention is betterthan 
cure in most disputes, and skill in bar- 
gaining collectively does not come to 
management overnight. The questions 
then arise: should not the company 
take the opportunity to review its labor 
itself, is said to be under consideration. 


15 Flinore M. Herrick, “A Regional Labor Board’s 
Job,” Personnel Journal, March, 1939, p. 335. 
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relations policies for the purpose of 
discovering and correcting latent causes 
of resentment; should it not likewise 
school itself, so far as possible, in the 
art of collective bargaining as insurance 
against future developments? 

In the field of marketing there are 
endless opportunities to be weighed 
along with the prohibitions which have 
been imposed on pricing, advertising, 
and product specifications. Here, too, 
the recognition and selection of desir- 
able opportunities are of greater long- 
run importance than is mere compliance 
with the various prohibitions. 

A soap company, for instance, with- 
out waiting for the institution of formal 
hearings by the FTC on allegations of 
unfair practices, stipulated that the 


company would cease and desist from 


using various advertising and selling 
claims. Among the claims to be dis- 
continued was “‘that soap willim- 
prove the skin 100 per cent, or any 
other definite percentage in any sub- 
stantial number of cases.’’!® 

The company’s promise to stop using 
this claim was probably a legally sufh- 
cient step to assure compliance with the 
law in the negative sense of obeying the 
prohibition against use of deceptive 
claims. Yet that decision might not con- 
stitute an adequate adjustment. Several 
constructive opportunities were pres- 
ent. First, how should the company in 
future advertise its soap? It is not the 
objective of the Wheeler-Lea Act to pre- 
vent advertising. The company, there- 
fore, was free to evolve any methods of 
describing its product that would be 
free of the complaint of deception or 
unfairness. The English language is 
surely capable of being put to effective 
use without the speaker’s involving 
himself in the prohibited misleading or 
deceptive acts. Perhaps the readers of 


6 Printers’ Ink, July 7, 1938, p. 52. 
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advertisements would be influenced ;; 
their buying decisions by descriptions 9; 
the soap’s functioning stated in term; 


of reaction to hard water, of speed 
cleansing, or of durability in use. 


Beyond the problem of portrayin, 
fairly the merits of a product is the 
opportunity for change in the produc; 
itself. There is reason to believe tha: 


people like to spend their money { 


goods which have merits recognizable 
in use. It is probably true, furthermor 
that the highest achievements in manu- 
facture have not yet been reached jn 


any industry, in terms either of cost 
of product merits. To balance the g 
ing up of an effective but socially ) 


acceptable claim by adding to the meri’ 


or subtracting from the cost of 
product might well be regarded by 
company as a desirable objective an 
constructive adjustment. 

Again in the field of marketing, « 
pliance with the Robinson-Patman ‘\ 


raises the question of negative and pos- 


tive action and suggests in man) 


stances that managements which mak 


merely negative adjustments run 

risk of going counter to their own 
well as to the public interest. Briel! 
the gist of this law is: (1) that seller 
shall not quote a price of $1 per unit 


an order of 10 units to customer X, anc 


a price of 85 cents to customer } 
10 units of the same goods if there! 
the business of customer X is likely 
be injured; (2) that seller A shall 
quote to customer Z, who alone 
order 100,000 units of the same go! 
a price so unreasonably low 

50 cents. 

In the first instance, negative ad) 
ment is readily made; the pric 
and Y is set at $1. The seller now 
desisted from the prohibited act: 
law has been met. But it does not ! 
that the task of adjustment is com} 


4 
\ 








the business of seller A is 


erned. He may well, therefore, con- 


imber of positive actions, else 
sing customer Y at once and 
istomer X later, if Y turns to 
urce for a still less costly 
sell in competition with X. The 
s both the risk and the oppor- 
he considers repricing his goods 
nts, redesigning them so as to 
them more useful and attractive, 
ructing his sales force in the art 
on a different competitive 


the case of customer Z and the 
90,000-unit order, the adjustment may 


ne or both of two forms. The 
an raise the price to a point 
surely will be regarded by the 

‘‘reasonable,” that is, a price 
ing a “fair”? share of overhead 
les costs. He also can change the 
t specifications so that the goods 
by Z may be shown to be 


ike” any other of A’s goods. By 


ng the price, however, A risks the 


customer Z. By changing the 
t specifications, he risks both the 
ite loss of consumer buying and 
of helping to put Z in a 
nearly monopolistic position, con- 
the intent of the entire FTC 

nN. 


nder these circumstances, the search 


irable positive action may extend 
measures as (1) convincing Z 
‘mutual interests of seller and 
require adoption of a_ higher 
2) selling out to Z; (3) exploita- 
i new markets; or (4) initiation of 
ndment to the law. 
tment of the financial practices 
iness enterprise to the securities 
inge laws is in some respects the 
ree Years of the Securities Act,” Law and 


borary Problems, January and April, 1937. 
n Smelting and Refining Company, Thirty- 
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most onerous encountered in any 
branch of business activity. These 
laws, aimed at protecting investors, 
require the reporting of a large and 
usually indeterminable number of facts 
regarding security issues whose regis- 
tration with the commission is sought. 
Completeness and accuracy of infor- 
mation is demanded. This demand 
raises innumerable problems both of 
accounting practice and of business 
judgment relative to differences on the 
one hand between true and false state- 
ments and on the other hand between 
sufficiency and insufficiency of the 
facts to be reported.'’ For instance, 

Your Company’s securities have been 
registered temporarily on the New York 
Stock Exchange under the rules and regula- 
tions of the Securities and Exchange Com- 
mission. Permanent registration is intended 
and will be duly applied for. The problems 
involved are now receiving study and may 
require the consideration of a special stock- 
holders’ meeting. '® 


To be sure, the SEC is aware of the 
volume of record keeping and the 
niceties of judgment which are called 
for by these laws, and it has taken 
steps to simplify and clarify the con- 
tents of prospectuses submitted to it 
for approval. 

The securities exchange laws pro- 
vide that the government shall veto 
specific practices of business firms en- 
gaged in private competitive under- 
takings, namely, practices that result 
in the publishing of false or incomplete 
information for investors, or that are 
followed ‘‘for the purpose of creating 
a false or misleading appearance of ac- 
tive trading . . . ora false or mislead- 
ing appearance with respect to the 
market for such security.’!* The leg- 


Sixth Annual Report for the Year Ended December 31, 


1934, Pp. 5- 
19 Securities Exchange Act of 1934, Section 9 (a)(1). 
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islation stops, however, at the point 
of requiring completeness and accuracy 
of information and avoidance of acts 
tending toward false or misleading 
representations. Wisdom in business 
judgment is not within the purview of 
the laws. Business management there- 
fore has, in the field of financial policies, 
freedom of choice regarding what con- 
structive action to take in the solution 
of financial problems. The requirement 
of revelations concerning security is- 
sues, nevertheless, cannot but play a 
substantial part in the decisions reached 
on financial policy. For instance, on the 
question whether to place a security 
issue privately with a large buyer or to 
offer it for public sale, the fact that 
private placement does not necessitate 
registration may be an important fac- 
tor. Again, a company planning to offer 
a new stock issue for public sale wishes 
to be able to report certain facts which 
will cause the issue to find favor in the 
eyes of investors. If the present facts 
are contrary to those which the man- 
agement wishes to publicize, the prob- 
lem arises of what change in company 
operations should be made to achieve 
the desired factual results. 

The securities laws exercise a wide- 
spread influence upon business prac- 
tices, not only upon those used in 
accounting and reporting but also upon 
those sales, production, and financial 
practices which result in the data to be 
published. As with the other reform 
laws, the important fact for business 
management is the presence, in the 
adjustment task, of positive oppor- 
tunities as well as mere compliance. 

Although the reform laws passed by 
states and their subdivisions”® are ex- 


20 These laws are of a large variety of types. Many of 
them are modeled on the Federal legislation, and in 
general they deal with fair trade practices, fair prices, 
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cluded in general from this discussio, 
it will be pointed out that there js 
type of state law which deserves men- 
tion because it embodies a principle 
regulation through discriminatory tay. 
ation. Chain stores of various kinds. 
for instance, have been subjected t, g 
graduated taxes on numbers of stores t 
and sales per store. Under these cir- 
cumstances, management decisions jp- 
volving technical compliance may raise 
the question of conflict with the spirit 
of the law. If the objective of the lay 
is merely to raise revenue by lega 
means,”! should a company pay 
taxes so long as it can do s0, or | 
justified in circumventing the law 
selling its retail outlets to individuals 
in the hope of continuing to do business 
through those outlets without payment 
of the taxes? If the management 
cides that the law’s real objective is ¢ 
reform local business operations | 
curtailing or eliminating chain stores, 
should the company nevertheless de- 
cide to continue in business as a chain 
and to seek changes or repeal of th 
law? 

Final management conclusions 
these questions are of necessity con 
plex because of the variety of fact 
involved, especially the conflicts of | 
vate and public objectives, and 1 
evaluation of short-run against long 
run interests on both sides. ‘The process 
of adjustment to such laws, however, B 
essentially the same as that alread) t 
scribed, in that managements « 
firms which are affected have the ch 
between mere negative compliance 
compliance plus the taking of positiv' 
action. 


collective bargaining, wages and hours, ! 
advertising, and so on. 


21. Cf, Fox v. Standard Oil Co. of N. J., 55°: 








‘Reform Law and Business Statesmanship 


sration with Public Administrative 


+e 


B a 1e$ 


c 


-ation with Federal administrative 


‘ies in the carrying out of reform 


ition probably was reached during 
life of the National Industrial Re- 


very Act, 1933-1935. In that period, 
-king through code authorities and 


nittees, businessmen in large num- 
nd in large measure gave of their 
and energies to the task of effec- 


ap plication of the law. The reasons 


th's active cooperation were several, 


:ding the recognition by large num- 


rs of businessmen of the need for 


ecting abuses such as commercial 


ribery, false disparagement of com- 


rs’ goods, and the sweating of 
One of the principal motives, 


vever, often is said to have been the 


we 


to exploit the privilege of using 


ndustry-wide formulae for the deter- 
nation of minimum selling prices. 


Ni 


older antimonopoly laws were 
nant. 

vertheless, an opposition-minded 
ip of businessmen cooperated either 
lgingly or not at all with the code 
orities; and with the demise of 
NIRA the active cooperation of 


siness executives with governmental 


ies came more or less to a stand- 


|. In its place there sprang up a re- 


lened. 


rom the NIRA experiences, how- 


of the creed of individualism. 
ness improvement quickened, and 


schism between tories and liberals 
] 


r, business learned one lesson which 


] 


isetul in the current era of ad- 
tment; namely, that the negative 


‘tment resulting from literal com- 
with the act was no guaranty of 


a. . ° 
Manville Corporation, Annual Report for 
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profitability. Complementary, positive 
action was needed. Many companies 
took steps toward improvement of su- 
pervisory and management function- 
ing. Improvements in product policy 
and trade practices also were sought as 
means of offsetting the increased costs 
of code compliance. Thus: 


. . . When the President’s Reemploy- 
ment Agreement was promulgated in 
July, it was promptly signed by the Com- 
pany, with resulting increased costs. 
Subsequently, your Company joined with 
other manufacturers of similar products in 
the establishment of Industrial Codes and 
is taking an active part in working on a 
simplification and standardization of prod- 
ucts and improving trade practices.” 


At the present time there is a new 
swing on the part of business toward 
a calculated, if not always ardent, 
cooperation with the administrators 
of the reform laws. A growing will- 
ingness to work constructively with 
the governmental administrative bodies 
has been reported in instances such as 
the following: 


In the regular routine, elections [of bar- 
gaining representatives] by consent of all 
parties are of increasing frequency, indicat- 
ing a fundamental change in the attitude of 
employers, who now say: “I'll bargain— 
but with whom? It’s up to the Labor Board 
to tell me!”’ It is this type of election which 
comprises the bulk of the 393 we have 
conducted.?8 


Evidence of business cooperation 
with the industrial committee form of 
administrative agency has been fur- 
nished in many cases; for instance: 


Donald M. Nelson, vice president of 
Sears Roebuck & Co., explained his work 
as chairman of the Textile Industries 
Committee under the Wage and Hour 


23 Flinore M. Herrick, ““A Regional Labor Board’s 
Job,” Personnel Journal, March, 1939, p. 335. 
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Administration. He paid high tribute to 
Administrator Andrews for his cooperation 
and understanding of industry’s problems 
and urged his fellow industrialists to recip- 
rocate in order to make effective this 


necessary law.** 


Furthermore, although the Fair Labor 
Standards Act prohibits the payment 
of wages less than 25 cents per hour 
during the first year after its enforce- 
ment, several industry committees 
have cooperated with the administrator 
by recommending adoption of higher 
minima as follows: the textile industry 
committee decided to recommend 3214 
cents; the wool industry committee, 36 
cents; and the hosiery industry com- 
mittee, 40 cents for the full-fashioned 
division and 3214 cents for the seamless 
Similar reports of active 
business cooperation through trade 
conferences and committees on ques- 
tions of advertising, selling, and finance 
have been made by the FTC and the 
SEC. 

There is evidence of both individual 
and group cooperation by businessmen 
with governmental agencies. It is a 
fair guess that this cooperation will 
become a 


division. ”® 


tend to increase and to 
generally accepted part of the function 
of business management. Otherwise, 
the opportunities for businessmen to 
take positive action may be threatened 
by legislation of quite different nature 
from that been enacted 


to date. 


which has 


Business Statesmanship 

The task of constructively adjusting 
his enterprise to the reform laws al- 
ready on the statute books is only part 
of the responsibility. 
For want of a more seasoned phrase, his 
total responsibility may be referred to 


businessman’s 


24 Wall Street Journal, December 10, 1938. 
25 Boston Herald, April 23, 1939. 
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herein as the exercise of business states. 
manship. His environment demand; 
him competence in the administratio, 
of his business. It also demands 

awareness of social needs and a geny 
intent to work toward the satisfying 
those needs. Since business laws p| 

part in the attempt of society to me 
its needs, the businessman’s contri 
tion includes not only adjustment o| 
own enterprise to such laws as 

passed but also appraisal of the Jay 
and exertion of influence upon th 

The concept of business statesma; 
ship implies that the individual busi- 
nessman not only adjust his busin 
operations to the needs of th 
munity but that he also take mea 
to influence the laws which affect 
He can, in fact, be expected 1 
further, and 
judgments on principles analogou: 
those which govern the true po! 
statesman. Briefly, these principles 
for leadership which integrates 
gives expression to the desires of 1 
community so far as means and instit 
tions permit or can be made to permit 
A corollary is that business states 
ship cannot be limited to efforts aim 
solely at favoring one group of int 
ests in the business community 
expense of other business inter 
The net effect of business laws 
practices upon the national wel! 
is the primary concern of busi 
statesmanship. 

The growing demand for b 
statesmanship recently has been \ 
among others, by leaders of I‘ 
administrative agencies. As the ( 
man of the FTC has pointed out 


Since you in business will have 
helping to shape future legislative | 
what should be done about both pub! 
private controls of industry, I want t 


clude by leaving you this proj 





to form his business 





tment 


the maintenance of fair competition 


the absence of competition, govern- 


+ regulation of industry to insure fair 


iCK 


of the general public, which 
; most compatible with democratic 


sit itions and least likely to result in pa- 


‘tic or authoritarian government??® 


isal of a law, a necessary step 


Lalo 


jsiness statesmanship, may precede 


e actual passage of the law. Thus in a 
ssaze to stockholders prior to the 


ce of the Fair Labor Standards 


one executive analyzed the pro- 
| law in part as follows: 


\t the time of this writing there is under 
ideration in the Congress a proposal to 


a minimum on wages and a ceiling 
irs—the Wage-Hour Bill, in other 
The objective of the proposal is to 


ease the income of those who are at the 


t end of the wage earning scale. No 
- could be more essential or desirable, 


the economic as well as the social 
ints. There can be no uncertainty 


that count. The cause of uncertainty 


the approach to the objective. The 
ssible way in which this proposal 


| accomplish its purpose is by a con- 


¥ 


rrent increase in the productivity of the 


rs involved, by an amount equivalent 


e increased compensation as measured 


an | 


n the hourly rate or in reduction of 


s of employment, or both. This neces- 


tes increased worker efficiency in pro- 
tion, improved methods of operating 


jue, better instruments of manufac- 
r a combination of all. Under the 


mstances involved in the practical 


ition of the proposal, it is inconceiv- 

t the increased efficiency will offset 
reased compensation. Therefore, the 
will be deflationary as affecting the 


nal economy in relation to its propor- 








t total employment. Hence it will 





f Hon. Robert E. Freer, Chairman, 
‘rade Commission, before the National 
ciation, April 13, 1939, p. 8. 
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create further unemployment. It will 
penalize the very group that it is supposed 
to help.” 


Administrative rulings and court 
decisions following enactment of a law 
are often fully as important, so far as 
appraisal goes, as the law itself. Sugges- 
tive of the dynamic nature of these laws 
and need for a continuing process of 
appraisal is the following analysis of 
Supreme Court decisions handed down 
three and a half years after the passage 
of the Wagner Act: 


Over the vigorous dissents of Justices 
Black and Reed, the Supreme Court has 
apparently accomplished by construction 
much of what groups unfriendly to the Act 
have been seeking by amendment. In the 
Sands case and in the Columbian Enameling 
case the Court extended judicial review of 
the Board’s findings of fact to a point 
beyond what Justices Reed and Black 
deemed warranted by the terms of the 
statute and certainly as far as any pro- 
ponents of amendment had seriously ex- 
pected to achieve even by Congressional 
alteration of the Act. The Fansteel decision 
holds, in effect, that a sit-down strike 
provoked by an employer’s unfair tactics 
rendered the employer immune to the 
efforts of the Board to remedy the situation 
created by the employer’s violation of the 
Act. The Court has thus opened the Board’s 
hearings to employers more anxious to 
denounce minor missteps of employees 
taken in the heat of industrial conflict than 
to arrive at industrial peace. These hearings 
may thus be converted into magistrate 
court proceedings to determine the legality 
of strikers’ actions, whether or not those 
actions may have already been the subject 
of punishment or acquittal in the proper 
local forum. And the employer is given a 
free hand to seize upon those actions as an 
excuse for resisting any Board action 





7 Alfred P. Sloan, Jr., Chairman, General Motors 
Corporation, “The Trend of Business,” in 4 Message 
to Stockholders, June 11, 1938. 
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to remedy the effects of his own prior was the act likely to produce, or has ;; 
misconduct. in fact produced, an “abnormal” ;>. 
These decisions, unless carefully circum- crease in strikes and stoppages of w, 3 
scribed in their effect, establish precedents An answer to this question weld « 
which seriously menace the operation of quire an estimate of the extent to wh; 
the Act.......™ : os 
strikes and lockouts would have take, 
Appraisal of the reform laws involves __ place in the same time interval if there 
not only consideration of changesofthe had been no Wagner Act. Such 
kinds mentioned, but also the analysis estimate would be open to debate, Fy; 
of controversial economic, social, and ther dispute would arise over the ques. 
political issues. Minimum wages and tion whether failure to enact any 
maximum hours, for instance, as em- of the reform bills or all of them w. 
bodied in the Fair Labor Standards have led to radical changes in our ; 
Act, and price differentials based on litical system. 
due allowance for difference in cost Appraisal of the social and political 
of manufacture, or prices set “‘unrea- as well as the economic effects of 
sonably”’ low to destroy or eliminate given law is a part of the businessmar 
competition, as described in the Robin- _ task. A few years ago, there was a \ 
son-Patman Act, raise economic issues spread suspicion among businessme: 
of far-reaching import. Is itin the pub- — as among others, that much of the re- 
lic interest to limit hours of work to form legislation was aimed at dictat 
any given number, or to set a basic ' ship, at government usurpation of | 
minimum wage per hour, or to legislate prerogatives of business, at socialis 
on the theory that cost determines and so on. Patient, cool-minded st 
price ??* These issues and the positions however, aided by time and exper- 
taken by business regarding them bring —_ ence, has led large numbers of | 
up the question of long-run raising or ness executives to the conclusion t 
lowering of the material standard of to date at least there is in the statut 
living. Increase or decrease in the out- _ little or no direct attempt to make r: 
ical changes in the established polit: 
balance. economic regime in the United Stat 
All such questions are susceptible of A crucial consideration in the 
prolonged economic analysis and no  praisal of a reform law is the gener 
little debate. They involve short-run public attitude toward the law, regai 


put of goods and services hangs in the 


and long-run concepts of price, costs, less of the motives of the special g 
labor supply, and the achievement of _ or groups, if any, which urged the | 
optimum economic equilibrium, on the _ lation. That special pressures 
one hand, and concepts of socially ac- brought to bear for and against 
ceptable methods of business operation, of these laws is a matter of gene! 
on the other. Appraisal of the effects of | knowledge. An understanding of thes 
the Wagner Act, for instance, either at _—_ pressures helps in appraisal of the | 
the time of its passage or after several themselves. Binding in the long run, 
years of experience with it, is open to however, is the approval, disapprov4., 
various interpretations. For one thing, or indifference of the general pubii 
8 Problems of the National Labor Relations Board, 29 Cf. Robert W. Harbeson, “The Cost Concept 4 
issued by the American Association for Economic Economic Control,’’ xvil HARVARD BUSINESS RE\ 
Freedom, Washington, D. C., p. 4. 3, Spring, 1939. 
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- the Chairman of the National 
ation Board has stated: 


r than a public relations depart- 

| think industry needs most an 

he-ground department,” to learn 

rking people and the country are 

¢ about, to know their needs and to 

| to meet those needs. If indus- 

| to know in advance the facts 

ve mentioned about employ- 

ng down while prosperity was 

nd about the public feeling that 

t have the right to organize and 

rain collectively, it will find its 

ds of appropriate adjustment. 

| ways which will be better than 

can think of, and perhaps also 

Government can devise. But 

must have an “‘ear-to-the-ground 

ment” to collect such facts and to 

their significance. The basic 

r industry’s adjustment is that it 

roughly understand the facts and 

that move human beings and the 
; in which they live. 


is evidence that many busi- 
men are aware of their broad 
nsibilities for influencing reform 
ation. For instance, a report of the 
ber of Commerce of the United 
sin May, 1938, declared: 


or a thorough Congressional in- 

to determine whether the 

\ct should be withdrawn entirely 
ether amendments should be made. 
We advocate repeal of the Act. 31 


recently, the same body pro- 

| a somewhat modified attitude 
rt by a committee of business- 
h proposed six changes in the 

lOllOoWS: 

|. Giving employers the express right to 
tion for certification of bargaining 


M. Leiserson, “Industry’s Adjustment to 
Legislation,” The Society for the 


f Management Journal, January, 1939, 
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2. Guaranteeing the right of freedom of 
speech between employers and employes. 

3. Prohibiting coercion from any source. 

4. Limiting labor organization repre- 
sentation to its own members in collective 
bargaining negotiations. 

5. Repealing the closed shop proviso. 

6. Restricting the Labor Relations Board 
to the determination of facts; transferring 
its judicial functions to the Federal Courts 
or some other appropriate agency.” 


Couched in more general terms was 
the program of the National Associa- 
tion of Manufacturers issued in Decem- 
ber, 1938. That program implicitly 
expressed basic approval of certain of 
the laws while suggesting needs for im- 
provement. Thus the program states: 


Industrial management recognizes that 
employes who wish to bargain collectively 
are entitled to do so, in whatever form they 
determine, through their own freely chosen 
representatives, and without intimidation 
or restraint from any source.** 


This sentence declares approval of the 
act in principle; the words “‘from any 
source’? no doubt reflect the opinion 
of many persons that employees need 
protection by amendment of the law 
against certain tactics sometimes used 
by professional labor organizers. 

The inference can scarcely be drawn, 
however, that the rank and file of busi- 
ness executives have as yet given to this 
question all the attention it deserves. 

Various social needs have not yet 
crystallized to the point of law-making. 
Such needs, for example, may lie be- 
hind the Congressional hearings on 
monopoly begun by the O’Mahoney 
committee in 1938. If business can suc- 
ceed in understanding what people are 
31 New York Times, May 6, 1938. 


32 Tbid., April 2, 1939. 
83 Wall Street Journal, December 9, 1938. 
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thinking and feeling, it is possible that 
no additional statutes for business re- 
form will be enacted. 


Summary and Conclusions 

The Federal laws for business reform 
enacted in recent years may be re- 
garded in various lights. At one extreme 
is the view that these laws reflect a 
public desire for radical change in our 
economic regime; that is, for some form 
of fascism, socialism, or communism. A 
middle point of view is that they con- 
stitute a shotgun wedding of govern- 
ment and business; a wedding after 
which government holds the reins of 
strict regulation over business, and the 
latter is legally bound to render obedi- 
ence to the numerous prohibitions laid 
upon it. At the other extreme is the 
-view that by passage of these laws 
government has served business well 
by revealing and defining the kinds of 
business practice which the _ public 
holds to be unfair, deceptive, or oppres- 
sive of human rights. 

Whatever view of the laws be taken, 
one general conclusion is inescapable, 
namely, that mere legalistic compliance 
with their provisions is not enough; 
beyond that, the businessman has the 
responsibility for exploiting construc- 
tively, in the full sense of that term, his 
business opportunities, as well as for 
taking appropriate steps to improve the 
substance of the laws themselves. 

There has not as yet been a full 
recognition by businessmen of this dual 
responsibility, placed on them by the 
letter and the objectives of the laws. 
Explanations can be found for the un- 
even and sometimes tardy acceptance 
of their full responsibility by business- 
men. For instance, emotional resistance 
to implications of unfair, deceptive, and 
oppressive practices is natural. Hasty 
short-sighted acts by 


and _ perhaps 
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groups apparently favored by a ney 
reform law becloud the vision of tho: 
not ostensibly favored. Doubts of ae 
underlying motives of proponents | 
the laws retard full acceptance of thy 
responsibility established by the an, 
visions of the statutes. Uncertainty 
over the probable economic, social, an¢ 
political results of the laws likewis 
interferes, in many instances, with - 
prompt grasping by businessmen 
their opportunities. 















emotional bias, the doubts and uncer- 
tainties, and the suspicion of gr 
favoritism, seems to be 
confidence on the part of businessme 
that the reform laws do in fact ref 
public desires for changes in busin 
practices. As this confidence has g: 
business acceptance of the resp 
bility for constructive action and 
seeking improvement in the legis 
tion has become more widespr 
The tendency of the businessman 
no longer to regard as his chief ob 
tion such literal compliance with 
laws as will protect him against forn 
complaint. On the contrary, he tends t 
look beyond the question of 
legalistic compliance to the large: 
of constructive adjustment. Jo 
performance of this task he can bri: 
not only his competence to solv 
nary business problems, but also a w 
to understand the basis of the new | 
and to be guided by this understanding 
in his search for positive adjustme! 
The practices and objectives 
enterprise thus can be subjected | 
to an enlarged scope of analysis a! 
review which aims at making const! 
tive changes. In addition, the que: 
of improvement in the laws 
means of achieving this impro\ 
can be taken under advisement, 
with the intent of securing 
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r groups of businesses but _—_and it imposes the intangible costs of 
purpose of net improvement in diverting executives energies from the 
s operations as a whole. problems of technological advances, 
,ation seems likely to benefit in changes in demand, and capital invest- 

ng run if the adjustment task is ment. To be balanced against these 
rmed by businessmen. The costs is the outlook for greater human 

not to be measured solely happiness and for preservation of 

terms material well-being and the democratic principle of progress 
mic standards of life. Perhaps through individual competitive prac- 
material well-being would be _ tices carried on according to publicly 
without the drastic change of acceptable rules. A new order of busi- 

of the game. Be that as it ness statesmanship, capable of reconcil- 

ther factors, such as freedom ing the objectives of private enterprise 
vidual action and preservation of and of public interests, may be in the 
principles, are also to be making. If so, its growth and compe- 


ratic 
ALAN 


nsidered. For the short run, the proc- tence is likely to affect in no small 
sof adjustment to reform laws proba- _— degree the demand for further reform 
raises dollar costs of doing business, _ legislation. 





VOLUNTARY CONTROL OF UNFAIR BUSINESS 
PRACTICES 


BY LINCOLN FILENE 


OR several years it has been 

my privilege to be associated with 

a group of business and pro- 
fessional men who have interested 
themselves in the problem of unfair 
trade practices.! Our particular interest 
has not been in what are called “mo- 
nopolistic practices’? or practices be- 
tween competitors, including such 
things as price fixing and the like. Our 
interest has been—and is today keener 


than ever—in practices that occur inthe 


ordinary day-to-day business relation- 


ships between buyer and _ seller— 
between, for example, retailer and 
manufacturer, and manufacturer and 
wholesaler—and that, in general, are 
practices violative of good business 
usage and custom, rather than prac- 
tices violative of law. 

Practices of the type here considered 
arise in general from two causes—first, 
honest misunderstandings as to the 
terms and conditions of a business 
transaction; and second, from the at- 
tempt on the part of unscrupulous busi- 
nessmen to take an unfair advantage 
in the market at the expense of those 
1 The membership of the Committee for the Voluntary 
Control of Unfair Trade Practices is as follows: 


Lewis H. Bronson, President 

The Bronson and Townsend Company 
Walter L. Clayton 

Anderson, Clayton & Company 
Lincoln Filene, Chairman (President) 
Wm. Filene’s Sons Company 

Sylvan Gotshal, Attorney 

Weil, Gotshal and Manges 

Edward L. Greene, General Manager 
National Better Business Bureau, Inc. 
Morris E. Leeds 

Leeds and Northrup Company 


Gilbert H. Montague, Attorney 


business firms with which they are deal- 
ing. A typical illustration may be the 
too widely prevalent unfair practice of 
taking “‘unearned discounts”; that js. 
discounts taken in violation of th 
terms of the bill of sale. This practice 
is particularly irritating when the 


the seller fears to ask for an adjustment 

lest he lose the offender’s custom. 
Every businessman is cognizant bot 

of the wide prevalence of such pra 

tices and of the irritations resulting 

from them. By and large, the continu- 

ance of such practices is taken 

matter of course—they are put up wit 

as a necessary evil. In isolated 

stances attempts have been mad 

eliminate them by joint voluntary 

tion between the groups affected. but 

it is only too true that such attempt 

have been sporadic and that, 

many business executives and 

association secretaries are in agree! 

as to the extent of the evil as well as‘ 

its importance, not much is done al 

it. The causes of this attitude, wh! 

shall refer to later on in this paper, 

Dr. Paul H. Nystrom, President 

Limited Price Variety Stores Ass’n., Inc. 

Frederick H. Rike, President 

Rike-Kumler Company 

Theodore Swann, President 

The Swann Corporation 

Walter C. Teagle, President 

Standard Oil Company (N. J.) 

H. Hyer Whiting (retired industrialist) 

Paul S. Willis, President 

Asso. Grocery Mfrs. of America, Inc. 

Irwin D. Wolf, Vice President 

Kaufman Department Stores, Inc. 

R. E. Wood, Chairman, 

Sears, Roebuck and Company 
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d are rooted deeply in estab- 

istoms and habits. 
ne will grant that it is better 
:siness—better in a purely mate- 
| selfish sense of the term—to 


inct itself in accordance with the 


Lt 


\isputed principles of ethics and fair 


iT 
ails 


.¢. But this is not the sole reason 


the control of unfair trade prac- 


T es 


is important. The ultimate good 


t it is possible to achieve by their 


tha 1 


‘mination is closer integration of and 


pe 


ration between manufacture and 


listribution, the two main functioning 


( iT 
UCVal 


( 


I] 


Ci 


ract] 
aCllt 


tments of our national economy. 
uurse, it is also true that unfair 
es result in direct and measur- 


ible money waste in the processes of 
listribution. But more than that, there 


tne 


waste to the general community 


that exists because unfair practices, en- 


} 
rnde 
nd¢ 


ring mutual distrust, serve to 


keep at a distance from each other the 
producing and the distributing depart- 
ments of our national economy. 


7 


Some years ago an attempt was made 


to estimate the actual money cost of 
nfair trade practices. From a man who 


( 
ot 


Durea 


time 
re | 


] 
Lil 


Kye 


] 


f whi 


¢ te 


‘veral years had been operating a 


u for the elimination of practices 
s type in the grocery field, this 


interesting statement was obtained: 


ry dispute means waste. In addition 
money loss there is lost motion, lost 
st energy, and lost work—the value 
ch cannot be computed, but which 


must approximate the money loss. 


Figures are not available to show the sum 


+ . 


+ 


of this waste in all industries, but 


ears of practical work in one of the 
rtant industries shows that such dis- 
s result in an average money loss of 


ut $400 per case. Experience shows that 


the ave 


ises fr 


tw 


erage business house has several such 
er annum. But assuming that just 


such cases arise annually in each house 


} + 
il 


industry, there would be a loss in 
of about twenty-five millions of 


dollars; and if the other inseparable losses— 
motion, time, energy, and work—were 
added, the total loss through improper 
practices in that one industry alone would 
approach fifty millions. And this does not 
include the loss through disrupted rela- 
tions, which can never be expressed in fig- 
ures but which is as real a waste as any. 


Control by Voluntary Action 


The essence of any progress that can 
be made in this field must be voluntary 
action by business groups, through 
trade associations. You can try to pro- 
hibit crimes and abuses by laws. But if 
you are seeking the goal of ultimate 
cooperation between two departments 
of business, success requires both self- 
education and self-regulation,the desire 
to do things in a new and better way, 
and, logically following, the voluntary 
organization of practical methods of 
self-control in the mutual self-interest 
of the groups involved. Included in 
these groups and of prime importance 
is the consuming public. 

There is a natural tendency for busi- 
ness to develop its own rules and 
customs, sometimes ineffectively, some- 
times effectively; sometimes forced to 
do so by legislation; sometimes itself 
seeking legislation in order to secure 
assistance in enforcement from public 
authorities. 

The history of the attempt to control 
unfair trade practices through volun- 
tary action can be told briefly. Perhaps 
it can be said to have begun on a 
national scale with the rise of the trade 
practice conference under the Federal 
Trade Commission. 

The first trade practice conference, it 
will be remembered, was held in 1919, 
and represented an attempt on the part 
of the Federal Trade Commission to 
bring groups of competitors together in 
order to agree on rules of fair competi- 
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tion. By 1926 a Division of ‘Trade Prac- 
tice Conferences was created within the 
Federal Trade Commission. From then 
on, with the exception of the NRA 
interlude, many industries have sought 
conferences of this type in order to 
establish codes with the approval of a 
governmental authority, and further- 
more, with the enforcement machinery 
of a governmental authority to make 
the codes effective. 

Trade practice conference rules fall 
into two classes, known officially as 
Group I and Group II. The Group 
I rules are those which the Commis- 
sion “affirmatively approves.’’ Group 
II rules are those which the Commis- 
sion accepts as expressions of the trade 
itself, and, in the Commission’s own 
language, are considered “‘ conducive to 
sound business methods and... to 
be encouraged and promoted individu- 
ally and through voluntary cooperation 
exercised in accordance with existing 
law. Non-observance of such rules does 
not, per se, constitute violation of law.” 

The practices in which we are par- 
ticularly interested are in general the 
Group II practices. But the original 
motivation back of the trade practice 
conference is not that of our group; its 
aim has been to establish rules prima- 
rily for the regulation of competition, 
and not primarily to eliminate unfair 
practices between buyer and seller, or 
between producer and distributor. Fur- 
thermore, the trade practice conference 
represents the attempt of government 
to define and codify rules for business, 
tied in with governmental enforcement. 
What we are interested in is the at- 
tempt of business itself to define and 
codify rules for business to be enforced, 
so far as possible, by business itself. 

The National Industrial Recovery 
Act marked a second episode in the 
recent history of the unfair trade prac- 


tice movement. It is difficult to esti. 
mate what business has learned from 
that experience. But I believe that ;; 
had at least one desirable result: many 
industries came to a realization tha; 
codes of fair trade practices can be 
great value to them; some industries 
learned that codes cannot succeed jj 
they are what the diplomats call “unj- 
lateral,” that is to say, that they must 
take into consideration, not only a 
members of a given industry, but indus- 
try groups from which the code-writing 
industry buys or to whom it sells, 
Certainly another result of NRA was 
the strengthening of the trade associa- 
tion and, with that, the realization that 
the trade association can play a part 
of increasing economic importance in 
American business. 

Following the NRA there has been a 
revival of interest in the trade practice 
conference, particularly in the last tw 
years. It would seem reasonable 
conclude that this revival represents a 
movement on the part of business 
groups to attempt to control unfair 
competitive practices through the regu- 
latory machinery set up for them uw! 
der the Federal Trade Commission 
Act. A powerful factor in this move- 
ment undoubtedly is the tendency to- 
ward a greater degree of governmenta 
regulation. 

In 1938 Congress passed certail 
amendments to the Federal [1 
Commission Act, one of which, the nev 
Section 5(a), is certain to have a p! 
found effect on the future of attempt 
voluntary and otherwise, to cont 
unfair trade practices. 

The reason for this will be seen ! 
the following brief explanation. U1 
the original Federal Trade Commis: 
Act, the Commission had jurisdict 
only over unfair practices “in compet 
tion.” This meant that before the ¢ 











could deal with a practice 
to be shown that the practice 
| competition. Section 5(a) en- 
the jurisdiction of the Commis- 
giving it authority over unfair 
oractices “in commerce”’ irrespective 
‘ whether that commerce affects com- 


et n or not. 

Thus, the Federal Trade Commis- 
has from its inception been chiefly 
ncerned with the outlawing of un- 
air practices that occurred in competi- 
n. In other words, it was necessary 
rove that a practice affected com- 
tors, as for example that it in- 
monopoly, or in other ways 
n or interfered with free com- 
tition. Because of this restriction— 
ral enough when we consider the 
nal purpose of the act—the Federal 
[rade Commission has not dealt with 
practices occurring in the relationship 
etween buyer and seller, except per- 
ps as they have been enumerated 
ong Group II rules in trade prac- 
onferences. This, in layman’s lan- 
guage, has meant that the participants 
n trade practice conferences have been 
irgely competitors only, and that the 
rade practice conference procedure has 
been generally open to the type 
joint producer-distributor code in 

which our group is now interested. 
(he usual practice is for a group of 
mpetitors to go to the Federal Trade 
Commission and endeavor to agree on 
rules. Occasionally it has happened 
it those not within this group of 
mpetitors but affected by certain of 
e proposed rules have requested to be 
also by the Commission. Such 


requests are granted, but we are still a 


way from joint hearings on joint 
niair trade practice codes. 
Section 5(a), however, bids fair to 
nge this situation. Hereafter, the 
eral Trade Commission is given 
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explicit jurisdiction over “‘unfair prac- 
tices in commerce.’ 
course, means interstate commerce, but 
it is clearly the intent and purpose of 
the law to put the power of the Federal 
Trade Commission back of the en- 
deavor to free commerce of practices 
that can be classed as unfair, irrespec- 
tive of whether they affect or do not 
affect competition. Thus this amend- 
ment serves warning on business in no 
uncertain terms to put its house in 
order. 


> “Commerce,” of 


Efforts by Business Groups 


In recounting briefly the recent his- 


tory of the movement to outlaw unfair 
trade practices, certain attempts by 
important business groups to achieve 
voluntary control of producer-distribu- 
tor unfair trade practices should be 
mentioned. In 1929, for example, there 
was published a Survey of Trade Prac- 
tices in the Millinery Trade. This survey 
resulted from joint studies conducted 
by the Millinery Association of Amer- 
ica and the National Retail Dry Goods 
Association. The ultimate object of the 
survey was to see to what extent a 
group of manufacturers, a group of 
wholesalers, and a group of retailers 
could be brought together to set up 
self-policing machinery to outlaw the 
practices that plagued their daily deal- 
ings with each other. Obviously, the 
first step was to agree on the disturb- 
ing practices. A questionnaire contain- 
ing 42 questions was sent to both 
retailers and manufacturers. Compre- 
hensive replies were received from dif- 
ferent groups in the industry, and from 
large, medium-sized, and small con- 
cerns in both the producing and the 
distributing branches of the industry. 


The survey secured from manufac- 


turers a list of practices by wholesalers 
and by retailers to which, they de- 





438 Harvard Business ‘Review 


clared, their members were commonly The corresponding questions whic 
subjected. Similarly wholesalers and re- the retailers were asked were: 


tailers reported practices of which, they 5. Do you over delbes dh tees 
declared, manufacturers were guilty. In 5.0) Bins after the discount period has 
short, the result of the survey was a expired? os 
“least common denominator” list of 2. Does your concern have a standard 
practices which all agreed were cur- discount which it demands and takes es 
rently practiced by all elements in the _ gardless of the individual terms of the dif. 
industry. The significant thing is that ferent wholesalers with whom you deal? 

in addition to agreeing on practices 3- Do wholesalers generally send invoices 
which should be outlawed, it was the 4t the time the merchandise is shipped t 
consensus of opinion among represen- _ Permit the goods to be immediately placed 


tatives of the various branches of the _™ stock? 
industry that these practices accounted The questionnaire used in the survey 
for the “most frequent and serious covered in this way five closely typed 
sources of friction arising in buying and _— pages with a total of more than forty 
selling.”” They were, in brief, “the | questions put to each group. 
abuses which are experienced most com- As the result of analysis of the an- 
monly and which account for the major — swers and of further conferences ther 
misunderstandings and disputes.” came a final agreement on “standards 
It may help to clarify what has been _of business practice” for the milliner 
said above to specify these abuses. The trade. These standards were adopted 
jointly by the Associated Millinery 


series of questions which were sent both 
Men, Inc., Eastern Millinery Associa- 


to manufacturers and wholesalers and 
to retailers covered the following sub- _ tion, Millinery Association of America, 
jects: (1) returns of merchandise; (2) | National Retail Dry Goods Asso 
delivery; (3) discounts and invoices; tion, and Retail Millinery Associatio: 
(4) misrepresentation; (5) cancellation of America. The standards natura 
of orders; (6) selling practices; (7) con- _—_ followed more or less closely the su! 
firmation of orders; (8) substitution. jects used in the survey. 

To illustrate still further, let us take May I emphasize that these prac- 
tices illustrate to my mind the type 
practices which occur and recur repeat- 
edly in business wherever the buyer- 
seller relationship exists. They are not 
the types of practices which, as a whol 

1. Do many retail merchants take cash are covered under Federal trade prac- 
discounts after the discount period has tice conference agreements. They 
expired? dificult to control. Experience, how- 

2. Do retailers often take or attempt to ever, is showing that as business 1 
take excessive discounts to which they ;,.. the importance of such practices. 
are not entitled under the terms of the ; ; agg eB 
pecans gradually and little by little it is taki 
3. Do you follow the practice of sending steps along the lines outlined dima 

: article to secure their elimination. 


3. 

invoices in advance of the shipment of ‘ . 
Growing out of the experienc 

briefly recounted, there was |! 


merchandise; at the same time the goods 
during the NRA period a Committe: 


the first three questions under the 
heading “‘discounts and invoices.” The 
questions which the manufacturers and 
the wholesalers were asked were these: 


are shipped; or several days after shipment 
of merchandise? 











‘- Trade Practices of the Business 
‘sory Council to the Department of 
»merce. For three or four years, this 
‘ttee maintained an office in the 


Department of Commerce, with a full- 


executive, and during this period 
ted several significant studies in 
One of these studies resulted in a 
rt entitled ‘The Correction of Un- 
ir Trade Practices.”’ This report sug- 
sted a classification of practices into 
general types: (1) unfair trade 
tices; (2) economic practices; (3) 
polistic practices. 
“Unfair trade practices” were de- 
-d as practices that are “unfair in 
as for example, bribery, 


' 99 
mseives, 


iefamation of a competitor, unjust 


( 


rns of merchandise. 
“Economic practices”’ were described 
practices that are “‘not inherently 
ir, and of no meaning until they 
lefined by agreement.”’ Examples 


such practices—many of which had 


into the codes—are cash dis- 
, terms of shipment, etc. 
‘“Monopolistic practices’? were de- 
ribed as such practices as price agree- 
nts, control of production, etc., 
h in the eyes of the Federal Trade 
mmission or the courts create or tend 
ite monopolies. 
lhe conclusion of this study was that 
‘air trade practices, thus separated 
from other types of practices and 
en confused with them, should be 
inistered and policed separately 
other types of practices. Economic 
tices become unfair when, having 
n embodied in an agreement, that 


zreement is violated. Monopolistic 


es, of an entirely different char- 
ter from either economic or unfair 
‘© practices,are specifically forbid- 
the antitrust laws, and their 
should not be left in the hands 
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of any but the governmental agency 
charged with that responsibility. 

As to the unfair trade practice 
classification, the report urged that 
such practices be controlled through 
voluntary machinery set up by the 
business groups involved, adding that 
if necessary “‘appeals to the govern- 
ment (Federal ‘Trade Commission) to 
enforce compliance may be made; but 
these appeals will be required very 
seldom.” 

In another report by the committee, 
this idea was emphasized as follows: 


Enforcement must be based upon the 
idea of self-government in business: Each 
group or association must for itself collect 
the facts regarding infractions of the rules 
against unfair trade practices. It will be 
accomplished through voluntary reports to 
trade association executives by ethical 
members of an association which will then 
be in a position to furnish them to the gov- 
ernment enforcement agency; that is, the 
Federal Trade Commission, which treats 
all such information as confidential. No 
difficulty or change in policy is involved 
since it is the customary method in use 
today. 

It is to be accepted that in most associa- 
tions the great majority of members will 
live up to their voluntary agreements but 
there will be occasional instances where 
some persuasion will be needed; and rare 
cases will be found which yield only to 
authority. 


A Proposal for Control 


What I have said up to this point will 
give, I believe, a general background 
for the concrete and definite proposal 
which for a number of years has been 
the aim of our group. The method 
which we propose to use as a basis for 
planning elimination of unfair trade 
practices is cooperation between buyer 
and seller groups, such as, for example, 
retailers and wholesalers, or manu- 
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facturers and retailers, or manu- 
facturers and wholesalers. The specific 
machinery proposed is a joint code 
of unfair trade practices. The method 
of enforcement we term the “clearing 
house,” to which violations of the 
joint code would be referred and 
which would act under the joint con- 
trol of the supporting industries in 
order to secure compliance. Out of 
these elements, we believe, can be 
constructed simple, relatively inexpen- 
sive, and practicable policing of busi- 
ness by business itself. 

Let us take as an example an indus- 
try that supplies consumer goods to the 
people. It may well be divided into 
three groups—manufacturers, whole- 
salers, and retailers. Should the leaders 
of these groups attempt to set up 
voluntary machinery for the control 
and elimination of unfair practices, the 
following steps would seem to be logical 
and practical: 

1. A committee of each group should 
prepare, in as much detail as possible, 
a list of the unfair trade practices most 
desirable and possible to control or 
eliminate. 

2. A joint committee, composed of 
representatives of these committees, 
should then endeavor to reconcile dif- 
ferences in the lists and agree on a final 
list. 

3. Through appropriate action, mem- 
bers of each group should assent to the 
final list. 

4. An independent office, jointly sup- 
ported by the groups, should be set up 
along the lines described in this paper 
as the “‘Clearing House.” 

5. In order to assist in enforcement, 
the backing of public opinion should be 
sought through the spread of informa- 
tion describing what the industry is 
trying to do. 





6. At some point after these opera. 
tions are well under way, applicatioy 
could, if desired, be made for a trade 
practice conference with the Feder! 
Trade Commission, which, if the ind a 
try as a whole agrees, can serve as ¢} 
final Federal enforcing agency. 

To insure the success of this plan th 
clearing house is essential. It is simply 
joint enforcement office. It need 
neither complex in its organization no; 
costly in its operation. Its underlying 
purpose is to receive confidential com- 
plaints of violations of code provisions 
already agreed upon between the ty 
or more groups signing the code; t: 
tify members of the industries involy 
who have been complained agains 
giving them an opportunity to correct 
their violations; and to keep confiden- 
tial records, subject to the joint cont: 
of supporting organizations, of com 
plaints of violations and adjustment 
or of failure to adjust. 

There are, of course, many detai! 
problems to be worked out in conn 
tion with the establishment and 
operation of the clearing house. As ' 
personnel, an able executive (with ade- 
quate salary) with one or two clerks, 
should be sufficient. During the first 
months of operation, the main task 
the executive would be to establish « 
fidence in the clearing house thro’ 
personal contacts with as many men 
bers of the industry as it is possible t 
make. A broad educational program | 
the clearing house office to members 
the industry should supplement t 
personal contacts. Not till confidenc 
the office has been built up, and till t 
members thoroughly understand 
confidential nature of the servic« 
dered by the clearing house, can | 
expected that complaints of violati 


would be filed. 











fact of the establishment and 
n of the clearing house should 
ie known to the public in general 
onsumers’ organizations. The 

d purpose of all endeavor to con- 
unfair practices is, of course, to 
efit not only producers and dis- 
yutors, but the consumers as well, 
it is they who pay for the waste 
ised by persistently maintained un- 


mic practices. 


Complaints of violations of provi- 


ns in the fair trade practice code can, 
generally admitted, be handled 
re effectively through a wholly in- 


lependent joint organization—such as 
earing house supported by the two 


re industries involved—than by a 
e association’s own executive office. 


n addition to serving as a bureau for 


filing of complaints and for their 
istment, a definite function of the 
g house would naturally be co- 


eration with individuals and com- 
ittees of the supporting organizations 


the constant revision of the fair 

le practice code. 

lt has often been said that there can 
» enforcement of a law or of an 


agreement unless there is some ultimate 


ialty in the background. But the con- 


int reporting of code violations to the 


g house; the constant pressure 
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from the clearing house on violations; 
and the fact that persistent violations 
are recorded by the clearing house and 
may be reported to the Federal Trade 
Commission—these factors should re- 
sult in a moral pressure on the “‘chisel- 
ing minority,” to mend its ways and 
conform to the agreed-on code of ethics 
of the industry. 


It is difficult to change a habit—and 
the habit of indulging in unfair trade 
practices is so firmly established that at 
times we despair of eradicating it. 
Nevertheless, at this time there is a 
powerful stimulus to business to set its 
own house in order through voluntary 
policing methods. I refer of course to 
the increasing tendency to legislate 
ethics and good habits into business 
behavior. In general I am opposed to 
the use of force to make men—or busi- 
ness—do those things which their own 
common sense and self-interest should 
convince them they ought to doon their 
own initiative. Most businessmen agree 
with this position. Today, under the 
pressure of legislative threats, Ameri- 
can business should be—and I believe 
is—more seriously than ever consider- 
ing the desirability of self-regulation of 
unfair trade practices. 








MERICAN attempts to solve 
the problems of protecting 
small competitors found ex- 

pression in many regulations embodied 
in the codes of the short-lived NRA. 
Since that time several of the states 
have incorporated similar rulings in 
their Fair-Trade and Fair-Sales Acts. 
The latter are applicable equally to 
producers and dealers; in practice, 
however, methods to determine costs 
and to prevent sales below cost apply 
particularly to dealers and craftsmen 
and, in the field of production, to small 
enterprises. Their main aim is the fixing 
of prices, in so far as that is possible. 

In order to fix prices, it is essential 
both to close to outsiders a group of 
enterprises and to lessen competition 
within the group of existing enterprises, 
and thus to counteract the tendency to- 
ward perfect competition with its con- 
sequent competitive price level. In 
general, it may be assumed that such 
measures offer advantages to a group 
of enterprises only if elasticity of de- 
mand is small. 

Any attempt to fix prices must be 
backed by corollary measures. The first 
consequence of doing nothing beyond 
fixing prices and profits will be excess 
capacity. Maintenance of price, or of 
a certain profit (even under the princi- 
ple of no sales below cost), attracts the 
interest of others. The ultimate result 
is that the dealer’s share in his market 
1 Cf, in general: V. Mataja, Lehrbuch der Volkswirt- 
schaftspolitik, Vienna, 1931 (I. Dobretsberger, Ge- 
werbepolitik, p. g1 sequ., and E. H. Vogel, Innere 
Handelspolitik, p. 287 sequ.); F. A. Hertz, Die 
Produktionsgrundlagen der oesterreichischen Industrie 
vor und nach dem Kriege, Vienna, 1917, p. 254 sequ.; 
M. St. Braun, Theorie der staatlichen Wirtschafts- 
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becomes reduced, not only through the 
addition of more competitors in his own 
group, but also by the advent of hith- 
erto unrelated groups. In the United 
States, the entrance of drug stores int 
the sale of candy, foods, and a grea: 
variety of articles other than drugs js a 
good example of the latter. Another 
consequence is the appearance of such 
competitive practices as discounts and 
premiums. 

The economic policies of the nation: 
of Central Europe and the Danube 
Basin are noteworthy for the specia 
measures adopted in support of smal 
industrialists, shopkeepers, and _ art) 
sans. These regulations went into fo: 
during the eighteen eighties. From that 
time to the present, regulation and the 
fields of regulation have continually 
expanded, with the constant objectiy 
of maintaining the “little fellow” in | 
traditional rdle of competitor to big in- 
dustry and to such modern types 
business as chain and department 
stores. From 1918 to 1938, Austria to 
the lead in such legislation, wit 
Czechoslovakia and the other “Su 
sion States”’ following the same genera 
principles and working along similar 
lines. Even in Germany and in certain 
Balkan states the same trend is to | 
found, especially in the last decad 
Many of these measures were found ' 
be ineffective or impracticable, ev: 
from the viewpoint of those for w! 


a 


politik, Vienna, 1929, p. 128 sequ. Some | 
primarily concerned with legal problems, suc! 
G. Praunegger, Die oesterreichische Gewerbeora 
Graz, 1933; and E. J. Heller (new edition by Ht 
Lasky-Natansky), Kommentar sur oesterr 
Gewerbeordnung, Vienna, 1932. 
















-otection they were designed, and 






LL psequently underwent reframing and 
-rengthening. 

In addition, special taxes have been 

vied on big industries, and special 

rh the +raints have been placed on the de- 





oment of large-scale distribution. 
nce many of these measures are not of 
t advantage to small enterprise, 
ey fall outside the scope of this dis- 
ssion. We shall confine our remarks 
such systems of regulation as have 
been expanded and perfected, and have 
erated over a considerable period of 
e, regulations the impact of which 
prices and costs may readily be 
monstrated. Although these meas- 
ues have been effective in and particu- 
y concern Austria, a country no 
nger in existence, they are still of cur- 
nt economic interest. Austria was 
notable model of such restricted 
national economy as now practised 
throughout Central and Eastern Europe. 
(he means used abroad were not on 
the whole the same as those adopted 
inder consideration in the United 
states. They began by restricting ac- 
ss to the crafts and retail trades, and 
nded with methods of price fixing. The 
ethods dealt with in the first two sec- 
ns of this article are the older pro- 
enitors of subsequent evolutionary 
rms. They may only be understood 
‘ully in relation to the newer measures 
iscussed in the third section, dealing 
with attempts at price fixing. An effort 
be made to make clear how one 
easure leads up to another; how shar- 
ng a market postulates price fixing, 
how, in turn, price fixing presup- 
ses market sharing. 






























Entre preneurs 







Che victory of unhampered competi- 
n the middle of the nineteenth 








iirect Restriction of the Number of 
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century was of short duration. Restric- 
tions of business soon reappeared. The 
first method used in barring newcomers 
was simple, if ineffective. It lay in 
formal examination of the qualifications 
of an applicant desirous of entering any 
particular productive or commercial 
field. An examining board made up of 
government officials and of those en- 
gaged in the trade passed on the 
applicant’s “proof of ability.’ This 
relatively simple and rational method 
rarely functioned alone. The alleged 
purpose of the test was simply to bar 
incompetence; in fact, it was designed 
to prevent overcrowding of a field. 
Supported by trade traditions extend- 
ing back to medieval times, the actual 
trade restrictions went further. Experi- 
ence soon showed that an examination 
was in itself of little restrictive value, 
since the average trade or business may 
be mastered rapidly. To show proof of 
ability, it was provided that the skill 
and knowledge requisite for passing the 
examination were to be acquired in a 
certain way and over a minimum period 
of time. 

Therefore an apprenticeship of three 
or four years became requisite. The 
apprentice was obliged to serve his 
term without pay in the establishment 
of some previously tested and licensed 
entrepreneur. Now, in many trades, 
such as the manufacture of brushes, 
baskets, dresses, and gloves, or paint- 
ing and photography, it requires but a 
short training period before the work of 
the apprentice begins to yield a profit. 
For this obvious reason the majority of 
craftsmen preferred to take unpaid 
apprentices rather than to hire skilled 
workers. Hence the guilds had to pre- 
scribe definite proportions of paid 
workers and apprentices in the various 
trades in order to restrict the use of 
unpaid apprentices. 
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These restrictions, despite their dis- 
advantage to craftsmen, were consid- 
ered necessary to the restriction of 
access to the trades. In some of them, 
indeed, the majority of the entre- 
preneurs operated on such a small scale 
that there was no need for apprentices, 
despite the absence of any costs at all 
to the employer beyond taxes and 
social insurance contributions. In gen- 
eral, however, a majority of guild 
members were able by this method to 
prevent stronger competitors from us- 
ing too many unpaid workers. Another 
rule of restraint was that requiring an 
age of at least 24 for any independent 
operator or merchant. The result was 
the necessity of waiting ten years in 
preparation for a trade, 14 being the 
usual age of terminating school and be- 
ginning a trade. 

Wages of paid employees have varied 
sharply. The scale has shown marked 
variations from trade to trade because 
of the persistent effects of factors ob- 
taining in previous years. In periods of 
prosperity high wages prevailed. For 
this reason, and also through fear of 
losing the advantages of unemployment 
compensation, few were impelled to 
become independent in their respective 
fields. In times of depression, on the 
other hand, many were tempted to set 
up their own businesses. Oftentimes 
they did so without official approval 
for the purpose of evading taxes and 
the special assessments of the guilds. 
For this reason, there appeared the 
curious phenomenon of an unchanging 
number of enterprises through good 
times and bad. 

There was also another interesting 
result. There was a big wage difference 
between apprentice labor forced to 
2 Cf. R. Strigl: Der Aufbau des oesterr. Arbeitsmarktes, 


1936; Der Nachwuchs auf dem oesterr. Arbeitsmarkt, 
1937; Betlagen of the Monatsberichte des oesterr. 


work gratuitously although well skiljed 
and that of skilled employees after the 
end of the apprenticeship. Therefore. 
unemployment in the age group | 
tween 18 and 24 became dispri por- 
tionately high.? The significance of ths 
type of unemployment in a country: 
social structure is obvious, especial); 
in our own times. There should be 4 
smaller supply in this age group be- 
cause of the lower birth rate obtaining 
throughout the war years; in addition, 
the war period and the subsequent 
period of inflation brought about 4 
dearth of skilled labor, since the young 
people preferred the better wages | 
unskilled labor prevailing at that time 
in industry. Afterward, because of thes: 
regulations, it became extremely diff 
cult for them to change their status 
any way. Only recently have any effort 
been made to train the unemployed in 
other skills and for other trades as w 
as to relax these trade restrictions 
somewhat. 

More difficulties have arisen throug 
the effects of the trade cycle on sma 
enterprises. According to the policy 
demarcation and limitation of trad 
it is of prime importance that eve! 
trade or craft should only have « 
particular field of action. For pri 
regulation to succeed, limits to t! 
access of newcomers and definition 
the extent of the field of a trade must | 
rigorously enforced. The task is ! 
from easy in the professions of law anc 
medicine, and almost impossible 
accomplishment in the broader s« 
the trades. The magnitude of the pro 
lem may be noted in the innumerabi« 
disputes arising within the groups 
dealers and craftsmen, disputes requ!! 
ing for their settlement a vast bureau 


Instituts fiir Konjunkturforschung, Vienna, 
1937. 












ic organization. Some indication of 
-he delimitations between different 
.-ades in Austria may be of interest at 
point. Such definitions are taken 
‘om decisions and official opinions.* 
similar difficulties caused by labor 
pions (e.g., in the building trades) are 
familiar to us. 
fhe mason, not the roofer, is per- 
mitted to repair damages to chimneys. 
Only a blacksmith may paint metal 
-tions of a carriage; while the wooden 
rts must be painted by a painter. 
Cookies having a flour content exceed- 
ng half of their weight may be made by 
baker; otherwise they fall to the 
nfectioner alone. Gingerbread bakers 
the distinction of alone being 
wed to use honey instead of sugar, 
as well as having the privilege of dip- 
ping wax candles. Printers may not 
bind their books; that work is for the 
jookbinders. Turners and joiners may 
nake frames, but only turners may 
ise a lathe. Anyone may make felt 
ippers, but leather slippers are for the 
emaker, while wooden clogs are the 
iner’s job. If you want a felt hat, you 
go to a hatmaker. Caps, however, are 
ide only by capmakers, and to the 
iner alone belongs the right to make 
traw hats. 
\ loophole to escape these rigid con- 
‘ was provided in an old law grant- 
an established craftman license 
ut further apprenticeship to en- 
gage in a similar craft. In practice, how- 
such licenses were unobtainable. 
vas ruled, for instance, that there is 
ientity or even similarity in such 
as followed by printers and 
graphers; watchmakers and instru- 
makers; opticians and watch- 
; tinners and gasfitters; masons 


ler Entscheidungen und Gutachten, ed. 
h; for recent years: Gewerbe und Industrie 
ed. Kammer fiir Handel, Vienna, 1908-1938. 
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and roofers; hatmakers and capmakers. 
Indeed, for consistency in the principle 
of restriction, the first person to be 
barred from a craft should be the one 
with experience of similar techniques 
since obviously it is just such a person, 
rather than one of divergent back- 
ground, who would wish to change his 
business with varying economic oppor- 
tunities. The prospects of a particular 
trade may easily vary during the long 
period exacted for apprenticeship and 
journeymanship. A change then seems 
indicated. With the skills and knowl- 
edge gained during this time, a man 
might well make a change to a similar 
line. But no, the law forbids it. In order 
to make any change, the adult worker 
is obliged to serve another three or four 
years of new apprenticeship, then an- 
other three years as an employee, be- 
fore he becomes entitled to strike out 
on his own. The obstacle of a new 
apprenticeship and, though in lesser 
degree, that of a new examination, is 
insurmountable. 

Thus we see that the craftsman, 
although protected by the ostensible 
advantages of limited competition, is 
confronted with other serious problems. 
Limitation of all fields of activity has 
resulted in many craftsmen and re- 
tailers working half time and without 
any apprentice help. Any change seems 
out of the question. The advantage of 
low costs through the aid of appren- 
tices, who are supported by their fami- 
lies, are vitiated by increased excess 
capacity. 

The foregoing examples have been 
chosen at random. The objection that a 
more intelligent classification of the 
trades would lead to better results can 
hardly be raised. The classification has 
been based on those well-established 
enterprises common in the country over 
a long period of time. At the outset, 
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perhaps, no frictions developed; but it 
is easily seen that in the long run such 
struggles were bound to arise. There are 
known cases in which two crafts make a 
like product; were that to become com- 
mon practice, however, the original 
objective of limitation would be unat- 
tained and such results obtained up to 
now would disappear. On the other 
hand, such maladjustments as men- 
tioned are the inevitable consequences 
of limits to competition. 


Direct Limitation of the Number of 
Enterprises 

In many lines of business, another 
stricter system has been chosen to limit 
access to the trades. Some craft and 
sales techniques are so easily acquired 
that neither long apprenticeship nor 
examination are of any effect. For cer- 
tain trades, therefore, a special license 
is required, usually in addition to ap- 
prenticeship and examination. 

Public authorities are obliged to as- 
certain if the “local demand” is broad 
enough for establishment of a new en- 
terprise. In this case the part played by 
the guilds and trade associations is 
extremely important, the authorities 
taking their conclusions and verdicts as 
prima facie evidence. Consequently, es- 
tablishment of new enterprises in cer- 
tain districts has not been permitted 
for decades. The only changes have 
been in transference of ownership in 
going businesses through purchase of 
licenses. For sales, purchases, and hy- 
pothecation of these licenses, many ex- 
pensive, complicated legal forms have 
come into use. Even for moving from 
one locality to another in the same 
neighborhood, consent of the authori- 
ties, based on investigation as to the 
extent of “‘local demand,”’ is a sine qua 
non. The advantages of restriction im- 
mediately lead to a new item of over- 


head; namely, the cost of licenses, Fac} 
license has a market value and has to 
be bought. This value represents a cos; 
item and becomes, whether purchased 
or inherited, part of the fixed charges o: 
a business. When a license is inherited. 
the new owner is obliged to buy oy: 
his coinheritors, or share with them ¢! e 
profits of the business. In many cases 
the cost of a license is exceedingly high, 

Take the cost of a taxicab license. fo; 
example, in Vienna. There have been 
times when the cost of the license 
exceeded the cost of the cab. Because 
of the depression, on the one hand, and 
technical improvements in the aut 
mobile industry, on the other, 
prices of both cabs and licenses have 
declined in recent years. The depression 
hit all engaged in this activity, but 
with greater force those holding licenses 
bought during the nineteen twenties. 
A cost account for the years 1928-1932 
will present this typical picture more 
clearly. 

The price of a cab in 1928 was about 
12,000 schillings, while that of a license 
ran as high as 15,000 schillings. In 1932, 
however, the car’s cost had dropped t 
8,000 schillings and the price of 
license to 4,000 schillings. Hence ai 
itemized account of an _ operat 
annual overhead would run as follows 


1928 1932 
Amortization of taxicab’s 
cost, 20% yearly 2,400schil- 1,¢ 
Interest at 7% on taxicab’s lings 
cost 840 
Amortization of decline 
in license price, 20% 
annually 
Interest at 7% on license 
cost 1,050 
Total 6,490schil- 2 
lings 


2,200 


’ 


Taxicab fares were set by the autho! 
ities at a very high level, with the res 
that excess capacity became enorm 











than thle 


During the depression, it was agreed 
the taxicab operators and owners 


eat the validity of a license should 


Lilt 
tend over only one-half day. Those 
‘rs requiring a higher daily income 
t obtainable in half a day were 
re forced to buy a second license, 
increasing their fixed costs 


ren 
ICU 


It is impossible to avoid difficulties in 


‘riod of economic contraction. It 


nnot be overlooked, nevertheless, 


+ the difficulties inherent in the 


Al 


‘uation were aggravated through this 


process of expanding fixed charges. 


Another instance of similar nature 
y be noted in the restaurant field. 
enses for restaurant operation are 
juired in many countries, but no- 
ere with the emphasis laid on “local 
mand” as in Central Europe. No 
staurant may be in proximity to 
nother. No proprietor may own more 
n two licenses. The size and capac- 
f restaurants have been markedly 
nfluenced by these two factors. 
wo particular types of restaurants 


are outstandingly successful in Euro- 


an countries where licenses are easily 
btained. In France, for example, ex- 
iding the de luxe establishments, we 
nd, on the one hand, chain restaurants 
nd, on the other, those small establish- 


ments laying emphasis on the home- 
made quality of their dishes. 


Both of these types are disqualified 
\ustria. There can be no chain 
taurants because of the two-license 


imit; and no small restaurant can suc- 


ed, since the fixed cost of a license 


nakes a large minimum turnover nec- 
essary. It is clear that the item of fixed 


ts in relation to the turnover has an 
uence on the prices of meals. As 
i prices advance, the turnover tends 
become lower. Hence, under the 
' depression earnings, all restau- 
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rants have been making efforts to en- 
large their capacities. The result of 
this widespread concentration on larger 
plants, capable of seating more clients, 
has simply led to excess capacity for all 
on a mediocre scale of operation. 

In accordance with these factors and 
the general process of contraction, the 
prices of licenses have declined, involv- 
ing capital losses in many cases. As a 
result, the breweries, in order to sup- 
port their outlets, made loans to the 
operators, taking inventories and li- 
censes as collateral. Thus we may again 
see, in the increased proportion of fixed 
charges to turnover (the prices of li- 
censes running from 15,000 schillings 
to 20,000 schillings in prosperity), that 
in this field, as well, difficulties have 
multiplied themselves. 

The evolution of restrictive measures 
and the effect of such measures on 
pharmacies has been quite different. 
In this field, legislation and trade prac- 
tices have been developed and per- 
fected. The number of stores has been 
strictly limited and the prices of prod- 
ucts fixed, partly through the agency 
of authorities and partly through trade 
agreements with the manufacturers of 
branded specialties. Little contraction 
has been observed in this field, because 
of the extension of medical treatment in 
recent years, coupled with the broad 
market afforded by public institutions 
through operation of public sickness 
insurance benefits. The prices of phar- 
macy licenses in Vienna, for example, 
have risen on this account as high as 
200,000 schillings. To some extent em- 
ployees have been included in the dis- 
tribution of the profits. By and large, 
however, they have been unable to 
become independent operators, partly 
because of the few licenses available 
and partly because the prices of licenses 
were beyond their reach. They have, 
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in compensation, the advantage of hav- 
ing their salaries fixed by law, under 
similar rules as those applying to sal- 
aries of public officials. This result is 
accomplished through funds collected 
by a semiofficial board from all phar- 
macists. The amounts collected are in 
proportion to the total turnover, and 
are disbursed to the fixed number of 
employees. Thus everything in this 
field is fixed: the number of entrepre- 
neurs, number of employees, amount of 
salaries, location of stores, and prices 
of drugs. Through the constant inelas- 
tic demand, few difficulties have arisen 
within the trade. The disadvantages of 
restriction in this field have fallen on 
the shoulders of the consumer in the 
form of an increasing burden of high 
prices. 

In Austria and Czechoslovakia, to- 
bacconists are also under stringent reg- 
ulation, especially since all tobacco 
products, with the exception of a few 
expensive imported brands, are manu- 
factured by the government, which 
fixes the wholesale and retail prices. 
Unlike other licenses, tobacco licenses 
may not be sold or inherited, but may 
only be leased. Acquiring one is usually 
accomplished through political favor; 
those licensed in this way enjoy a sub- 
stantial income for life. 

Recently all small enterprises, both 
those of retailers and those of crafts- 
men, such as are described in the first 
section of this article, have been obliged 
to operate under special licenses. It 
may safely be assumed, we feel, that 
the effects on specific trades, as de- 
scribed in the second section, will in the 
future be felt throughout all lines of 
business. These effects may be summed 
up as follows: impossibility of initiating 
a new enterprise except through the 
purchase of a license from another en- 
gaged in the same line of business; 
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difficulty in moving from one locality 
to another; inability to change the 
merchandise produced or retailed. , 

account of the specialization of +): 
license; and the impossibility of tem 
porarily suspending the activity of ay 
enterprise, under penalty of losing the 
license. There can be little doubt tha: 
far-reaching effects, both economic and 
social, will ensue in the future, unless 
the present restrictions are loosened 
or counterbalanced by further govern 
mental measures envisaging the na 
tional economic life as a whole. 

It is clear that advantages gained 
by lessening competition in a particu. 
lar group have not held over any ex- 
tended time. We see the exclusion 
newcomers from the group, especiall; 
young people; within the group, we not 
the increased cost of overhead, 
setting any advantage gained throug! 
curbing competition. Perhaps in 
first economic crisis after the adoptior 
of such measures a certain security maj 
be afforded the group at the expens: 
would-be members and consumers. \\ 
find, however, that fixed costs t! 
have been assumed by spending | 
rowed money in times of prosperity m2) 
cause a breakdown in depression. In ' 
upswing restriction of competition 1s | 
most cases not necessary to kee; 
small fellow in business, since 
creases his profits; in the recession, | 
fixed costs may turn out to be 1 
disastrous. Reviewing a period o! | 
or three trade cycles, we s 
the difficulties arising through « 
changes were greater than the) 
have been without state interve! 


Price Fixing 

It was not until after the War ' 
measures for fixing or stabilizing p! 
came into favor. Regulations t 

. . . F } } 
prices down in war time and 
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‘ted as emergency measures in al- 


oeriod of postwar inflation were 


t all European countries. But only 


ent times have regulations been 
gated in Austria and Czecho- 
for the purpose of holding 
es up. Now, not only lawyers’ fees, 
fares, and drug prices have been 
|; but in Austria even such people 
airdressers are obliged to charge 


ices in accordance with a fixed scale. 


guilds were not only able to obtain 
ht of fixing such fees, but also 


of having them enforced under 


nalty of fine or imprisonment. By 


rr 


¢ his charges fixed at the same, 
rly the same, level as his down- 
competitor, who generally had 


ed 
A 


advantage of more extensive facili- 


and modern equipment, the sub- 
hairdresser was forced to lose 

y of his clients. 

ucking charges in Austria form an- 

r striking case. These charges were 

{ not only with the intention of less- 

g competition among truck opera- 


s but also of lessening that between 


rucking business as a whole and 


ernment controlled railroads. In- 
trial firms were forbidden to trans- 


rt their products in their own trucks 


nd certain specified distances. This 


isure practically eliminated long- 


nce hauling. Each truck had to 
a sign indicating its base for high- 
patrol inspection. The number of 


erators was fixed, tariffs were rigidly 


hed for any breaches of uniformity, 


d the giving of premiums or rebates 


severely penalized. Undoubtedly 


npetition in the group was equalized, 


‘group as a whole suffered while 


railroads benefited. 


Milk prices in Austria, both whole- 


| retail, were fixed as well. To 
competition the quantity of 
roduced by a farm and sold by a 
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retailer was carefully ascertained and 
quotas were established. In the course 
of time, some retailers were able to gain 
the right to sell the milk of other re- 
tailers through purchase of their li- 
censes. In this way they were able to 
lessen their own excess capacity, but 
at added expense and with the risk 
attendant on this new item of fixed 
costs. Should the consumption of milk 
decline again (in depressions it always 
does), they will then be likely to incur 
serious losses. 

In line with the new economic pol- 
icies German and Austrian courts have 
changed their attitude toward “the 
law against unfair competition.’’* Even 
without the recent special legislative 
regulation the courts have tended to 
enforce price maintenance. They were 
not concerned, as were legislative meas- 
ures in the United States, with whether 
goods were offered in “fair and open 
competition,” but with whether the 
price was “‘justified”’ in terms of afford- 
ing an honest living to the producer 
and distributor. There is little doubt 
that courts, especially European courts, 
are hardly in a position thoroughly to 
examine the costs of large industrial en- 
terprises. The result was that their ap- 
proval was often given to prices charged 
by the manufacturers of branded goods 
selling through established trade chan- 
nels, if they were satisfied that the price 
provided the customary profit for both 
the wholesalers and the retailers. 

In the field of selling below cost, the 
courts have also been unable to get a 
clear picture of industrial pricing. But 
they have been vigilant in the protec- 
tion of one small merchant against an- 
other. Indeed, their decisions indicate 
that not selling below cost, but rather 
4Cf. W. Froehlich, “Richterliche Wertung wirt- 
schaftlicher Interessen,”’ Zettschrift fur Soztales Recht 


5, 76, Vienna, 1933. 
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selling below the usual profit margin 
levels, or selling by an unusual method 
of pricing, has been discouraged. Small 
entrepreneurs in particular, unable to 
stand the expenses of trials, have been 
obliged to give way inalmost every case. 

Another measure adopted in Austria 
to discourage sales below cost was the 
formation of special tribunals, the duty 
of which was to render decisions, from 
which no appeal was possible, within 
a month. However, after one year of 
existence, these courts were abolished 
for the reason that they engendered un- 
certainty in all branches of business as 
to whether their prices were or were not 
“justified,” along with fear of immi- 
nent suits from competitors. Even the 
sponsors of the courts have been forced 
to admit that this method was a failure 
because of inability to aid in stabilizing 
prices, since the accounting of indi- 
vidual costs is always more or less 
arbitrary. 

German Fascism now fixes prices at 


certain levels. Supervision by commis- 
sioners instead of rulings by courts of 
law is the method now incorporated in 


its new economic policy. 

To throw into relief the consequences 
of the restrictive regulations under dis- 
cussion, the following Austrian statis- 
tics may be enlightening: 

Wholesale Price Retail Price 
Index Index 


I9I4 100 100 
1925 130 139 
123 138 


138 


19260 
1927 133 
1925 130 143 
1929 130 147 
1930 117 145 
1931 109 138 
112 144 
1933 108 142 
1934 | 8 fe) 142 
1935 110 142 
1930 109 140 
138 


1932 


1937 113 
1938 (Jan.) 11! 140 
Source: Federal Office of Statistics. 
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These figures show that in the |as, 
decade the level of retail prices ha; 
risen 26% in relation to the wholesale 
price level; the normal gap between the 
two levels has been lengthened, proba- 
bly to a great extent through the work 
ing of these trade restrictions. 

What this difference represented ; 
wage earners and in the general e 
nomic conditions of an already imp 
erished country cannot be taken 
here in detail. Suffice it to say thar 
nevertheless the net profit margin wa; 
continually falling because of diminish- 
ing turnover and that bankruptcy wa; 
spreading among independent retaile; 
to the point at which various spx 
legal procedures had to be introduc 
to avoid too many open bankruptcies, 


Conclusion 


We may now be able to reach so1 


generalconclusions. Competitionamo: 
retailers and competition among craft: 
men is always monopolistic and imp: 
fect.° For effective means to restrai! 
the trend toward perfect competiti 
the following conditions must be fu 
filled: 

1. Competing groups must be limited 
in size. 

2. Competition must be reduc 
This reduction may be accomplished 
by allocating the position of each con 
petitor (especially in the retail trad 
by cutting down the number of outsid 
salesmen and the volume of advertis- 
ing, and by not permitting any mark 
change in the form or size of 
enterprise. 

After such measures have been 
effect over a certain period, such fixed 
costs as have been capitalized in tim 
prosperity tend to become dead weight 


5 Cf. Fritz Machlup, “Monopoly and Compet 
A Classification,” American Economic Review 


tember, 1937, p. 445- 











{ res 
leaSUure 


f depression, and may be prime 
; in the eventual breakdown of 
prise. Especially is this true if 
bligations incurred for the pur- 
licenses cannot be repaid. 
taken for the purpose of fix- 
rices may lessen competition only 
-arily. The final results of such 
mpts must invariably be, as in cases 
harmacies and dairies, and now 
throughout Germany: 


Fixing prices. 


>. Limiting the number of com- 


Fixing the size and direction of 
prises. 
Fixing (in many cases) cost ele- 
ts, especially wages. 
Limiting the turnover (in the case 
iples). 
e next major step will logically be 
ion for monopolies in the interests 
various business groups, provided 
e appears any likelihood of main- 
ling monopoly prices high enough 
ve competitive levels. Any eventu- 
{ establishing monopolies de- 
ls, of course, on the strength and 
ience of the pressure group. That is 


vays the characteristic upshot of 


1ing a policy which promises privi- 
for everyone, but is unable to 
it its promises beyond providing 
ntages for certain pressure groups 


( the expense either of other groups or 


unorganized consumers. 
state organized by vocational 
ips cannot escape these problems. 
\ustria the government failed in its 
lopment of such a system, find- 
it impossible to grant monopolistic 
ileges to all groups. Therefore the 
ilers, craftsmen, and small entre- 

rs became fervent sponsors of a 

lascism, seeing no other alterna- 
han forcing from the government 
ion which would grant them 


he 





European “Protection of Small (Competitors | 
45 


monopolies.* Powerful enterprises need 
no public assistance. Workers prefer 
their own organizations, which are em- 
powered to bargain for them. 

In contrast with big business, there 
are a great number of small businesses. 
Compared with the relative homogene- 
ity of labor, these small businesses vary 
enormously. For these reasons it ap- 
pears impossible to solve their problems 
by free organizing. The small business- 
man feels that little business needs, 
first, regimentation in its every phase 
and, second, legal protection and en- 
forcement of this status. So he joins the 
Fascist group in which every hope is 
concentrated on state intervention and 
control. Disillusion follows, as he be- 
gins to perceive that the Fascist State 
is more concerned with building up 
its war industries and regimenting its 
heavy industries, and has but little 
interest, if any, in fostering the devel- 
opment of small enterprises. 

Since to hold wages at a low level it 
was not advisable to raise retail prices 
(even when wholesale prices had to be 
raised), the National Socialists did not 
close the modern and low-cost estab- 
lishments in the field of distribution. 
Afterward, the party did not fix mini- 
mum prices, but tried to establish 
maximum prices at a relatively low 
level. 

All regimentation devised to improve 
technological efficiency (as the Four 
Year Plan) is hostile to small busi- 
nesses, first, because it is very difficult 
and costly to control small enterprises, 
and, second, because technical improve- 
ments are found in connection with big 
industry. 

It is not the aim of the National So- 
cialists to encourage consumption or to 


6Cf. E. Hula, “The Corporative Experiment in, 
Austria,’’ New School for Social Research, 1939, Vol. 6 


Pp. 49. 
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make consumption easier. The greater 
units of production goods industries 
are, therefore, favored as compared 
with the smaller units of consumption 
goods industries. All this holds true and 


becomes even more evident when yw, 
consider war and war-preparation 
the goal of Fascist policy. Thus the atri- 
tude of Fascism toward its most enthy. 
siastic converts is in no wav acciden 











ORTGAGES furnish a very 
attractive investment for life 
insurance companies, since a 

degree of diversification can be 
ined, and no one individual risk 
nts to an appreciable percentage 
whole. The rates are attractive in 
they are appreciably above those 
‘on good bonds. In addition, 
mpanies have considered it good 
encourage individual farm and 
wnership, and to this end have 
iberately endeavored to expand their 
| home mortgage portfolios. 
mortgage accounts of the life in- 
nce companies fall roughly into 
groups. Farm loans, which com- 
the first group, are distinguished 
he fact that the loan is primarily on 
1c of the land, so that the value 
buildings is a secondary consid- 
Fertility of the soil may de- 
but there is little else about the 
to suffer depreciation or obso- 



















ence. Loans of this type are “in- 
me’ loans; i.e., loans on a going 
me-producing business concern, as 





inguished from loans on a non- 
me producing urban dwelling. The 
lable number of such loans is defi- 

limited; so much so, in fact, that 


ins can never constitute the 









the purpose of this paper farm loans are 

s a unit, they are made up of loans on 

f farms. The major divisions are farms 

me primarily from: (1) corn and hogs 

farming—-the characteristic farming of 

e West; (2) wheat; (3) cotton, some of which 
rge plantations; (4) tobacco; (5) milk. 

e property includes a very large number 

nderant in number and amount are 

rtment houses. Also included are loans 

“downtown” and “neighborhood,” indus- 

’s, warehouses, garages, theaters, and 

ice buildings. The last named is of special 
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majority of the total loan account of 
the companies. 

Group II includes loans on one, two, 
and three family houses. The outstand- 
ing characteristic of a loan on a one 
family house is the fact that the se- 
curity is a home which is not an income 
producer. Consequently, loans of this 
type depend on the income of the 
home owner from some outside source. 
Obsolescence, depreciation, and neigh- 
borhood are factors of vital importance, 
while good construction and a number 
of other factors have to be taken into 
consideration. Business in such loans 
flourishes in connection with building 
booms and not otherwise. Loans on 
two and three family houses differ from 
those on single houses in that multiple 
houses generally are to some extent 
income producers. 

Group III includes loans on apart- 
ments and business properties grouped 
together and known in general as “‘in- 
come”’ loans.” Like farm loans they are 
secured by income-producing property, 
and the loan is as good as the income- 
producing ability. Like residential loans 
they are located in cities. Loans in 
Group II and Group III tend to react 
similarly to fluctuations in business 
activity. 
interest as loans to this group are some of the largest 
made, especially in the cities of New York and Chi- 
cago. Except for loans on apartment houses all loans 
in Group III are few in number. 

3 No mention is made of certain odd and unusual types 
of loans which do not fall into any of the three groups, 
as, for instance, loans on vacant land in or near the 
centers of cities, loans on churches and the property 
of eleemosynary institutions, loans on club buildings, 
etc. Such loans are so infrequent and their total 
rtionately so small as not to permit con- 


amount prop 
sideration of them in this article. 
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Vigorous competition within the field 
of all three of the foregoing groups is an 
outstanding characteristic of the entire 
mortgage business, and conditions the 
reaction of each group to fluctuations in 
conditions. Competition in lending is 
present in any period of general pros- 
perity when there is a general tendency 
for investable funds to exceed bor- 

rowers’ demand of an acceptable sort. 
Competing agencies are life insurance 
companies, banks, building and loan 
associations, and mortgage companies. 

Competition runs chiefly along the 

lines of rates and amounts, and gener- 
ally speaking, rates are uniform to a 
high degree. There is a prevailing rate 
for a given type of loan in a given 
locality, and little deviation from this 
rate.4 During the nineteen twenties, 
limits for loans of 50% on farms and 
60% or 66% on city property were 
general. However, this percentage was 
based on an appraisal of the security, 
and there was sufficient individual vari- 
ation to prevent competition in respect 
to amounts from ever reaching an es- 
tablished norm. Competition exerted an 
upward drive on appraisals and hence 
on amounts. 

The loans in each group follow the 
fluctuating activity on the particular 
business with which they are concerned. 
Agriculture follows a path from pros- 
perity to adversity and back which 
permits it to be depressed while the rest 
of the economic community is active, 
and vice versa, and the farm loan busi- 
ness travels in this orbit. Residential 
loans are very intimately associated 
* Rate competition provides an interesting study in 
the light of the monopolistic competition theories ad- 
vanced by Edward Chamberlain in ‘‘The Theory of 
Monopolistic Competition” (Cambridge: Harvard 
University Press, 1935), and subsequently the subject 
of a considerable literature. In periods of heavy 
demand for loans there is a tendency for small in- 


stitutions, usually doing only a local loan business, 
to deviate downward from the prevailing rate. 





with housing cycles, and city incom: 
loans with cycles in the construction 
this type of property. 


Agricultural Mortgages 


Agriculture was at a high point 
prosperity at the close of the World 
War. Abnormal conditions during th 
War induced extreme price increases, 
considerable acreage expansion, and , 
most important land boom. The lané 
boom lay behind the great expansion 
the farm mortgage holdings of the |if 
insurance companies which occurred 
during and after this period. The center 
of the land boom was the state of Ioy 
and the boom was strongly felt 
all the surrounding states. Iowa land, 
which had sold before the War for $150, 
reached prices as high as $500 
acre. Notwithstanding these high fig- 
ures there were virtually no life insur- 
ance company mortgages higher thai 
$125 per acre, and very few of these. 

Some of the borrower demand 
farm mortgage money during the boot 
period was for the purpose of improve- 
ment, but the bulk of the land b 
loans were associated with transfers 
title to farm land. These transfers wer 
of different sorts. Farmers who | 
enjoyed great prosperity during 
War hastened to invest their profits 1 
more land, while other farmers 
their land at high prices and retired. I! 
addition there was a great deal of rea 
bull speculation in farm land, and pur 
chasers took title on thin equities wi 
the assistance of first, second, and thi 
and even fourth, mortgage money. 


The national institutions are then faced wit! 
alternative of following the smaller institutio: 

or holding the rate and letting the smaller institu’ 
“fill up.” Experience has shown that when the great 
institutions have reduced their rates in competi! 
either with each other or in response to a situat 
such as described above, a new prevailing rate 
emerged after a brief period of rate confus 





Sr 





(he most interesting feature in agri- 


ine i 
| lending during the upswing of 

the peak of the boom and the 
increase in life insurance company 
loan holdings. The boom itself 
mmenced roughly in 1915, continued 
oward until late in 1920, and was over 
1o21. The large increase of mort- 
the hands of all lenders oc- 

| simultaneously with the boom; 

nd after the boom the rate of increase 
w mortgages fell off tremendously. 
il the farm loans in existence in 
1928, over 83% were made before the 
end of 1920. The life insurance com- 
nies played an important part in the 
ys of the boom, but conversely their 
itest increases of holdings of farm 
ins came after 1920. The reasons are 
f particular interest. The latter part 
f the land boom occurred at a time 
vhen the local country banks and 
private individuals had considerable 
nds on hand to invest and little op- 
rtunity to get good, high-rate, short- 


time paper. Accordingly their surplus 


‘unds went into farm mortgages, and 
supplied the life blood of the boom. 

\fter the boom had died, the local 

inks and private individuals had more 

fitable uses for their money in high- 

short-term paper, and great quan- 

ies of mortgages were shifted to the 


tails of the correspondency system are of 
es interesting. Sometimes the correspondent 
ins in the name of the life insurance company; 

1 the name of the correspondent, subse- 
assigning to the company. The company 
ilways reserved the right of “‘reinspection,” 

e correspondent’s inspection was found in 

e latter was compelled to buy back the mort- 
signment from the company. Some corre- 

ts guaranteed to the companies the loans they 
agreeing to indemnify the companies for any 
to principal, interest, or auxiliaries. This 
feature corresponded in many respects with 
‘age guaranty business carried on in and 
New York City before the depression. In 
the guarantor companies failed to maintain 
reserves, and the wholesale delinquency of 
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life insurance companies. The shift took 
place, however, after land values had 
subsided, and the companies in their 
post-boom farm financing took only 
loans margined on post-boom values. 
The loans which they made themselves 
during the boom were the most difficult 
to liquidate during the 1929 recession. 

Most of the farm lending during the 
boom and up to 1929 was accomplished 
by means of the correspondency sys- 
tem. The life insurance companies made 
connections with concerns, located in 
various cities in the farm loan field, 
which agreed to negotiate loans for 
them.’ The correspondents received 
their compensation from commissions 
on new loan and renewal submissions. 
Consequently their income was in di- 
rect ratio to volume, and there was 
therefore an inevitable tendency to 
push quantity at the expense of quality. 
Correspondents competed with each 
other in the field, and the general effect 
of the whole situation was an upward 
push on amounts. 

The stronghold of the life insurance 
company farm loan business was the 
agriculturally well developed Middle 
West, where most of the boom financing 
took place. The companies have very 
seldom extended their farm loan opera- 
tions into marginal territory.® A little 
life insurance company money was in- 
guaranteed mortgages in the depression caused the 
collapse of the guarantors. This was equally true of 
small western companies guaranteeing a few millions 
of farm loans to a life insurance company and of large 
New York companies guaranteeing several hundred 
millions of dollars of city loans to the general public. 
6 There were considerable differences between the loan 
policies of the several companies during the twenties. 
Certain companies never made farm loans, others con- 
fined farm loans to a few selected states, and still 
others made such loans throughout the agricultural 
regions of the United States. Virtually every company 
making farm loans was interested in lowa; and the 
majority of companies operated in several states in 
the Middle West. Fewer companies operated in the 


southeast and deep south, and the far west. There 
were no life insurance company farm loans in New 
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volved in the opening of the marginal 
fringe along the 100° meridian during 
the War, in the agricultural (as opposed 
to the grazing) development of regions 
like northeast Missouri, and in the 
development of “‘new”’ regions such as 
central Montana; but the total of such 
loans in relation to the grand total is 
negligible. 

The holdings of life insurance com- 
pany farm loans leveled off after 1924. 
Agriculture at this time was in a period 
of relative depression, and there was 
little borrower demand for new credit. 
Loan activity after 1924 was chiefly 
refinancing of existing debt, frequently 
increasing it slightly in the course of the 
refinancing. The farm loan boom was 
thus over by the end of 1924, when the 
companies had absorbed about all the 
loans they were able to get on the basis 
they were willing to consider. 


Sipe anted 
Residential Loans 


The boom in residential construction 
and residential loans did not get really 
under way until after the farm land 
boom had subsided. Its background 
was the housing shortage which, dur- 
ing the World War, reached a stage so 
acute as to cause the passage of rent 
control laws in several regions. For 
some time after the end of the brief 
postwar recession, the housing situation 
was such that it was more profitable for 
urban dwellers to own homes than to 
rent. Added to this incentive was the 
condition of general prosperity. 

A housing boom depends on many 
purchases by small wage and salary 
England or the Middle Atlantic States. The geo- 
graphical policy was reflected in the average size of 
loan obtained, companies which restricted their ac- 
tivity to high-value territory in Iowa or Illinois show- 
ing a larger average loan than those operating in 
states of low land value. 
7A corollary to the housing boom was jerry-building. 
Jerry-building involves using the lightest and cheapest 


materials « in order to maximize 





earners, and such a boom is impossi| 
unless such people are able to by 


Business confidence is necessary. sj; 


investors are unwilling to undertak, 





long-time mortgage commitments with- 


out reasonable confidence in continued 


earning and paying powers. All th 
necessary elements were present fol! 
ing 1920; confidence was high, emplo: 


ment good, wages good, and the whole- 


sale price of building materials not t 


high. Real estate taxes seemed high a; 


the time, but increases during 
nineteen twenties now make the 192 
level low indeed. Coupled with the f 
going was the great American desi: 
keep up with the Joneses and, as part 
it, the desire to own a home. } 
thing combined to favor home owne: 
ship, and a major boom in resident 
housing resulted.’ 

The internal economics of the r 
dential boom differed from the far 
land boom. The latter was traditi 
bull speculation in which the 
commodity changed hands ove: 
over again. The housing boom 
very different, although fundament 
speculative and fundamentally | 
in character. 

Housing was largely constructed 
speculation by builders. ‘Though mai 
houses were built on contract, 
lative building greatly predomin 
Some speculators operated on a 
scale by acquiring a few lots 
tablished neighborhoods, erecting 
house or a few houses, selling them, 
going on to build more. Other b 
profit. Some builders established reputat . 
building and prospered accordingly, but the 
public was singularly unenlightened as to w! 
tuted a good as against a jerry-built h 
latter found a ready market. Speculation and 
building were, if anything, more pronounce 
two and three family house field than in the 
house field. 








































‘ook more ambitious projects and 


naert 


toveloped tracts of “acreage.” 


he loan correspondency system ap- 
‘ed to city loans as well as to farm 
ns. and there existed the same tend- 

push amounts to the limit. 
nventional city loan during the 


‘neteen twenties was for ten or twelve 


+ 
L¢ 


ears, with interest payable either quar- 


ly, semiannually, or annually. One 
pany made a considerable effort to 
»duce the monthly installment type 
mortgage, but this type was not 
ilar in the mortgage market in the 
iddle of the decade. There was usually 
zmortization provision; but fre- 
iently loans were made in which the 
ortization was small or was waived 
ether for a period of years at the 


sinning of the life of the loan. 


Credit was vital to the development 
the housing boom. Building opera- 
s were financed by temporary bank 


lvances, or by construction mortgages 


provided for disbursement of 
ted sums at stated periods during 
construction of the house. On this 
builders made good profits in the 
lays of the boom. Credit was 
y available, and houses were very 

vy to sell. 
It was inevitable that the boom 
uld get out of hand. It had resulted 
the combination of a number of 
nic forces, and as these wore 
mselves out it passed into its later 
ase. The demand for new housing 
by no means unlimited, and as this 
nd was gradually satisfied there 


rtgage guaranty business was a very interest- 
evelopment, in that it occurred in virtually 
| form shortly before the crash of 1893 and 

{ 1929. Companies would make mortgages 

them either to investing institutions or to the 

| public. Sales were either piece-meal, with 
rtgages sold and guaranteed, or handled 
lebentures. In this case the debentures 

1 by one large mortgage or by a series of 

rhe large number of persons interested 
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was a decline in rents as compared with 
the costs of home ownership. These 
costs incidentally were rising, especially 
land taxes. A point was reached at 
which it was cheaper for urban dwellers 
to rent than to own, and from this point 
on houses became continuously harder 
to sell. 

In the early phases of the boom, 
houses were firmly sold; i.e., the 
purchaser’s equity was a substantial 
amount. Houses were sold without sec- 
ond mortgages, or if such loans were 
present, they were small. As the boom 
matured, sales were made on less favor- 
able bases, in that first mortgages of 
60% or 66% were backed by second, 
third, and even fourth mortgages. It 
became customary for the builder to 
cover his costs out of the proceeds of 
the cash down-payment and the first 
mortgage (sometimes the first and sec- 
ond combined), and to take a subse- 
quent mortgage himself covering his 
profit. As the boom passed into its last 
stage, the builders continued optimis- 
tically to build ahead of a demand 
which had always heretofore mani- 
fested itself, but now failed to do so. Ac- 
cordingly they were left with stocks of 
unsold houses. To dispose of them they 
resorted to very poor sales, financed by 
several mortgages, and sometimes made 
with no cash down-payment at all. 

This last phase of the boom coincided 
with an interesting development of the 
general money market, in the form 
of the growth of the mortgage guar- 
anty business.’ This business thrived 
made the problem of liquidation an incredible legal 
tangle which is at the present writing by no means 
finally straightened out. Both before 1893 and 1929, 
a few companies did a good and conservatively profit- 
able business for several years; then a number of new 
companies joined them, and the result was a chaotic 
type of mortgage value inflation. Few if any of these 
guaranteed loans were held by life insurance com- 
panies, but the competition of these guaranty com- 
panies in the market was damaging. 
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Mortgage: 


A boom in construction of city in- 
come property began shortly after the 


Amount or AVERAGE City Loan or EIGHTEEN LIFE 
INSURANCE COMPANIES 


Company 


“~~ —_— — — * 
—_ “Tmo w >. 


toed Song bond 
’ we 


Ovoz2n 


zx 


urce: Compilec 
these companies for the year 1935. 

residential boom. Construction of this 
type included apartments, hotels, office 
buildings, and stores, the construction 
and mortgage curve of each following 
an individual pattern. It was of some- 
what the same speculative character 
as the residential construction. Mort- 
gage loans on such security followed the 
building trend as did residential loans, 
* Families doubled up to a remarkable extent. Chil- 


yandoned separate quarters and moved back 
r i 
with their elders; parents moved in 


ren at 


forth. Buyers who had acquired houses toward the 
end of the boom and had very little of 
in them, dropped them and moved in with relatives 


5 


on Urban Income Property 


Statements of 


their own cash 
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in a number of cities, but particularly 
around New York, and from this source 
and from banks, building and loan 
associations, and the life insurance com- 
panies, the building market was del- 
uged with credit. The competition for 
new loans was accordingly intensified, 
and loans of this general vintage proved 
susceptible of collapse under the impact 
of the downswing after 1929. 


and the same inflationary tendene: 


were present. 
As with farm loans, the pol 


i 


the companies doing such business 


fered with respect to residential 


city income loans. A few compan; 
restricted themselves to small number: 
of large loans on income property. M 
of the others made such loans but a 
made residential loans. The degree 
variation can be seen from Exhibit 
which shows the average size of loar 


several different companies. 


The Effect of Depression 


The great shrinkage in business | 
lowing 1929 requires no discussion. | 
decline embraced all the fields in whi 
we are here interested: farming, r 
dential building, and the construct 
of city income property. It brought 
an end any considerable amount of ney 
lending—new residential loans beca 
construction stopped, and new far 


loans because conditions were so 


pressed that there was no demand 


credit from borrowers 


The decline in farm income reduc 
the ability of the farm borrowers to | 


their interest. The decline in em; 


ment and wages had a similar effect 
city borrowers, and was accompa! 


by a sudden shrinkage in the der 
for housing space, occasioned by 
“‘doubling-up” of urban resident: 
this caused mortgage delinquenc 
foreclosure. The percentage of t! 


count going to foreclosure differed | 
tween cities and companies. In gene! 


it was determined by the emplo} 
and wage situation in the industri 
porting any given city, and was W 


or rented a cheaper house or apartment. T 
ment was felt universally. Apartment dweller 
up with each other and with householders 
there was a marked decline in the demand for 
ment space, and a high degree of vacancy 


oe 


f 








idustry cities, like Detroit, than 
with diversified industry. It 
| between companies in proportion 
e care with which the loans were 
de. Exhibit II gives some indication 
legree of variation between com- 
as well as the extent of the fore- 
losure problem. 

Foreclosure of loans was general at 
nds of banks, building and loan 
sociations, mortgage guaranty com- 
nies, and life insurance companies. 
institutions which were able to, 
a lenient foreclosure policy and 
action against owner-residents of 
s and urban homes only as a last 
The life insurance companies 
e more lenient in this regard than 
me of the smaller institutions. In any 
ere was sufficient hue and cry as 
iit of heavy foreclosures to induce 
federal government to take steps 

the relief of the situation. 
The action of the government was 
ng several different lines. Of especial 
imy rtance from the standpoint of this 
irticle were the Agricultural Adjust- 
ment Act, the Farm Credit Act, and 
the establishment of the Home Owners 
Loan Corporation. The Agricultural 
\djustment Act benefited agriculture 
the life insurance companies as 
rm mortgagees by a general raising 
rm prices. The Farm Credit Ad- 
nistration and the Home Owners 
Loan Corporation were created to assist 
tressed mortgagees, farm and resi- 
ntial. In both cases the government 
rporations refinanced a less than 
tional share of life insurance 
iny mortgages, and a more than 
rtional share of the loans of other 
nstitutions. The companies unques- 
ibly benefited from the refinancing 
ertain of their mortgages, but the 
tion that was refinanced was not 
irge, and in the case of the FCA a 
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generous number of current and satis- 
factory mortgages was taken over. 
Government enactments were of little 
benefit to city income loans. 

The reaction of the life insurance 
companies to the heavy acquisition of 
property is a comment on the adapti- 
bility of American business. The com- 
panies quickly set up organizations for 
the management of the property, recog- 
nizing that immediate sale during the 
worst of the depression would result in 
inevitable loss. 

EXHIBIT II 
PERCENTAGE OF TotaL MortGaGe INVESTMENT IN 
Form oF ForecLosep Property oF TWENTY 
Lire INsuRANCE COMPANIES, 1935 


Company Farm City Combined 
A 42.6% 21.0% 21.7% 
B 45.2 19.9 22.8 
te 29.7 24.1 ac... 
D 50.1 26.1 28.0 
E $2.2 32.8 42.7 
F 21.8 6.4 12.8 
G 43.1 43.4 43.2 
H 29.0 22.6 7.3 
I 32.0 30.9 31.3 
J 32.5 34.9 33.0 
K 37.9 14.7 26.1 
L 59.0 30.6 42:9 
M 25.0 25.0 
N 33-4 33-4 
O 49.3 19.6 34.5 
iy 28.6 15.0 26.0 
Q 37.6 25.6 42.3 
R 45.4 18.9 23.2 
S 42.9 13.9 31.3 


Source: Compiled from the Annual Statements of 
these companies for the year 1935. 

Sales of any kind of property, but 
especially one family houses, depended 
on reconditioning. As soon as any ap- 
preciable market appeared for such 
houses, after the extreme bottom of the 
depression had passed, there was a slow 
revival of new building. The foreclosed 
houses in the hands of the life insurance 
companies were second-hand houses 
and were competing with new construc- 
tion. This situation made recondition- 
ing a vital necessity. Farm property 
required such treatment, but to a lesser 
degree. City income property required 
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rehabilitation according to the needs of 

the particular case. 

Farm values revived sufficiently to 
permit the profitable liquidation of 
such property as early as the end of 
1934. Agriculture, under the influence 
of the Agricultural Adjustment Ad- 
ministration, was at this time relatively 
prosperous compared with general in- 
dustry. The farm loans most difficult to 
liquidate were those made at the peak 
of the farm land boom. 

The property holdings of the city 
income type with very few exceptions 
could also be profitably liquidated. The 
companies proved to be expert man- 
agers of this type of property, and 
generally showed a rental return on 
their investment sufficiently attractive 
to make ready sale possible at a com- 
pensatory figure. 

Residence loans showed a marked 
difference according to the year of 
origin. There was relatively little difh- 
culty with foreclosure or liquidation of 
loans made early in the building boom. 
On the other hand, foreclosures were 
frequent and liquidation was more difh- 
cult with loans made when the boom 
was declining. This is the exact oppo- 
site of the farm situation. Residential 
loans made early in the boom when the 
demand for houses was brisk were asso- 
ciated with firm sales, in which a fair 
amount of the borrower’s own cash 
went into the deal, whereas those made 
at the end of the boom were associated 
with much poorer sales. In addition, 
the older loans had had more time to be 
reduced by amortization, whereas the: 
later loans had had little or none. 

Sales of this type of property almost 
invariably cover original principal but 
not the sum of all expenditures—origi- 
nal principal, costs of reconditioning, 
foreclosure costs, and interest during 
retention as property. Applying the 
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gross income from these loans to tota| 
investment over the entire period held. 
however, we find that these loans wer, 
a paying proposition. The general ex. 
perience of the depression has thus been 





that such loans could be foreclosed and 


the property handled and then gold 


with the asset maintained intact and a 
satisfactory return from the date of 
original mortgage through to the date 


of sale and conversion of the property 
to a new mortgage. 


Changes 


While during the depression the chi 
concern of the mortgage loan execu- 
tives was liquidation of foreclosed prop- 
erty, some few new loans were mad 


in Operation Following 
Depression 


] 


the 


except for a short period. Lending o: 


considerable scale, however, in bot 
farm and city loans was resumed around 
1935. The new lending after the depres- 


sion was carried on under circumstances 


different in a number of particulars 
from the nineteen twenties; and m 
of the changes were the direct result 


of the depression. 


A few companies adopted the bra 
office system of operation—practiced 
by only one company during the twen 


1 


ties in place of correspondents. 


Another most significant change was 
the greater emphasis on amortizati 
and the development, especially in 1 


loan contracts. The emphasis on am 
tization was the obvious result oi t 

depression, since it was generally recog- 
nized that much of the grief of the de- 
pression period could have been avo! led 


A110 Li 


if the loans had been adequately am 


tized. Amortization of city loans | 
more important matter than in 
relativels 


loans, 


by 

perishable nature of the security. Farm 

loans do not require reduction as p! 
q 


reason 


of 


the 





far! 











rection against depreciation, obsoles- 
pi and neighborhood change, and 
-he amortization of such loans is purely 
» added safety factor. Accordingly the 
ortization of post-depression farm 
ans was generally small, 2% per year, 
snc | frequently did not begin until the 
second or third year of the contract. An 
exception was farms threatened with 
rosion and requiring correspondingly 
better management; and in these cases 
heavier amortization was usually pro- 
ded, commencing in the first year. As 
previously, farm loans generally called 
for annual interest payment, since farm 
ncome is almost always an annual 


\mortization of city loans aimed at 
mplete liquidation of the mortgage 
within the economic life of the security. 
\ very common post-depression con- 
ton new houses called for amortiza- 
f the loan over a period of twenty 
vears. In case of doubtful construction, 
neighborhood risk, or houses that had 
been standing for a few years, new loans 
usually amortized over a shorter 
d, say fifteen or seventeen years. 
\laturing city loans were renewed with 
itracts calling for amortization, so 
by 1938 virtually all such loans 
he hands of life insurance com- 
anies provided for regular reduction of 
incipal. 
The introduction of the monthly in- 
illment feature was not precisely a 


depression development, in that many 


ich loans were made before the depres- 
n. On the other hand, the most com- 
contracts of the boom period 

led for payments on an annual, semi- 
nnual, or quarterly basis. Income of 
idence owners, unlike that of farm- 
rs, comes at more or less regular inter- 
s throughout the year. Consequently 
to the interest of all parties that 

in payments be on a monthly basis. 
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The payments are smaller and thus eas- 
ier for small home owners to make, and 
any delinquency is brought to the 
attention of the lender much more 
quickly. Delinquency of an annual loan 
does not become apparent until a whole 
year’s interest accrues, whereas in a 
monthly payment loan, failure of the 
borrower to meet any monthly pay- 
ment is immediate notice of potential 
trouble. Not only are the lenders able 
to take effective action for collection 
more quickly, but if foreclosure is neces- 
sary, there is less accrual of delinquent 
interest and the total investment is less 
at the time of foreclosure. 

A third development of the depression 
was extension of Federal government 
activity in the loan field through the 
HOLC and the FCA, described above. 
After the worst of the depression the 
HOLC ceased to be a competitive fac- 
tor in the mortgage market. On the 
other hand, the FCA continued to be a 
serious competitor of the life insurance 
companies in the new loan field, mak- 
ing loans on the “‘emergency”’ basis of 
316% effective interest for the first few 
years of the contract, although the con- 
tract itself was drawn at 416% or 5%. 

In addition to these agencies, the 
government established the Federal 
Housing Administration. The chief 
purpose of this agency was promotion 
of general recovery through stimula- 
tion of the building industry. This 
was to be accomplished by encourage- 
ment of mortgage credit advances by 
private organizations. The FHA itself 
neither made nor held mortgages, but 
insured or guaranteed them to private 
lenders, such as life insurance com- 
panies. All cases submitted for insur- 
ance required consideration by FHA 
regional offices, and a complex organ- 
ization was established for this purpose. 
All insured loans had to be fully amor- 
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tized over a twenty-year period, and 
the security had to measure up to 
prescribed requirements. 

The FHA permitted insurance of 
loans up to 80% of security value, and 
the percentage was later raised to 90% 
on loans under $5,400. During the 
boom most loans had been held to 60%, 
or at the most 66%, of the value of the 
security. Such 60% loans, however, 
were often accompanied by subsequent 
mortgages, so that the total mortgage 
loan was sometimes as high as 90%, 
and some few of the late boom loans 
were on houses purchased by owners 
with no cash outlay at all. The heavy 
FHA loans concentrated all the debt 
in one place, and the consequent elimi- 
nation of the junior mortgage evil was 
undeniably a good thing. A further 
advantage of this type of loan was the 
collection, monthly, of one-twelfth of 
the annual taxes, permitting a close 
check and avoiding the tax delinquency 
problem. The equity of the first mort- 
gagee, however, was much reduced, and 
this reduction must be viewed with 
concern. 

In case of default, the lender could 
assign the delinquent loan to the FHA 
in return for 234% debentures. This 
added factor of security was of great 
benefit to the mortgagees. 

Much remains to be written on the 
FHA, but it cannot be written until the 
loans have been in existence for a much 
longer period. Up to the end of 1938, 
most of the high percentage FHA loans 
were made on conservative valuations. 
If, under the influence of some future 
boom, such loans should be made on 

inflated values, there will be relatively 
little margin between the amount of the 
mortgage and security value, and a 
comparatively small decline in values 
will wipe this margin out. Under such 
circumstances the guarantees will be 


widely exercised, and the govern; 
with a 


may be 


faced 
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considera} 





liquidation problem. The amortizatio, 
is fairly heavy, and loans made early}; 


the boom will be sufficiently red 
be safely margined. Trouble may ar); 
however, with loans made late jp 


1} 14 
ULCC 


boom period, shortly before a collaps 


since such loans will have no time fo; 


the amortization to take effect. 


In 1938 the FHA also undertook : 
insure 80% and 90% farm loans, | 


this development has not thus 
progressed sufficiently to permit 


analysis. 


Resumption of Lending 


Under the influence of the forego; 


developments, the companies resur 
active lending around 1935. As al 
mentioned, farm lending is likely t 
undertaken during any period of 

tive agricultural prosperity, and u: 
the influence of Federal aid thr 


the AAA, agriculture was at that tir 
one of the most prosperous industri 


in a country still generally depress 
Accordingly the companies have m 
numerous new farm loans during ' 
last three years. Competition betw 
the companies has been intense 
competition between commercial mo! 
on the one hand and FCA money ont 


other. The companies generally dropp: 


the farm loan rate to 44 % in orde! 
meet Federal competition, and at t 


rate were able to secure a good \ 
of business. In the city loan field, ne 
lending in any quantity has wait 
upon the resumption of urban 
has 


struction. Up to 1938 there 


little activity in the urban field excep! 


LLG 


in residences. There has been some 


struction 


of 


large 


low-cost 


h 


units under the encouragement oi t 
FHA, and some life insurance n 
has gone into such construction, 















\ 


1s been no general boom in 
nt building and none appears 
-he horizon. Stores and offices were 
verbuilt in the last boom, and 
er boom in this type of con- 

n is likely for some time. 
New suburban developments have 
red on a sizable scale. Much of 
ynstruction is in the lower 
and most of this type of 
x is financed by FHA 80% and 
ns, with the larger loan pre- 
minating. The companies have been 
secure a considerable volume of 
in residential business on an 
190% FHA basis and on a 66% 
sured basis. The FHA charges a 
nber of fees, and the cost of the in- 
Iranc e is an added expense to the bor- 
ver. Consequently a direct 66% loan 
per; and in addition it can be 
‘ined with greater speed and much 
| tape.’’ These factors have en- 
the companies to write a fair 
ime of 66% business. Continuation 
new construction should see a 
rked increase in life insurance com- 

new city loans. 


eaper’rs 


and Conclusion 


immary 


The experience in the boom period 
m 1920 to 1930 demonstrated that a 
rge volume of new farm loans can 

‘into being in any period of rela- 

agricultural prosperity, while new 
y loans accompany new construc- 
n. Large increases in farm and city 
ans do not necessarily take place at 


the same time, and in the late boom 


the peak in new farm lending 
passed long before the peak in city 


nding. Farm loans made at the peak 


the farm boom were the most diffi- 
liquidate while loans taken after 
ak had passed proved to be on a 
more conservative basis. On the 
and, city loans made at the peak 
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of the building boom stood up fairly 
well in comparison with loans made 
after the peak had passed. 

In each case the need for amortiza- 
tion was demonstrated, but the need 
was much greater in the case of city 
loans, since residence security was 
much more perishable and subject to 
shrinkage of valuation. This situation 
has been recognized in the post-depres- 
sion resumption of lending, and most 
farm loans and virtually all city loans 
made since the depression carry amor- 
tization provisions. In addition, since 
it was demonstrated that an annual 
payment basis in city loans was not 
satisfactory, this practice has been re- 
placed with monthly payment loans 
which give the lender a much closer 
check on payment performance. 

The correspondency system which 
flourished during the boom period 
proved inadequate in many respects. 
The commission feature tended to place 
emphasis on quantity at the expense 
of quality. This system has to some 
extent been replaced by branch offices, 
which eliminate the commission feature 
and in addition give the companies 
much closer check on the loan offerings 
at the start. 

The depression resulted in the exten- 
sion of government activity in the 
lending field, the FCA operating in 
farm loans and the FHA in city loans. 
The FCA has furnished vigorous com- 
petition to the private lenders, whereas 
the FHA neither makes nor holds 
mortgages, but acts only as an insuring 
agency. 

From a security standpoint, the de- 
pression was a very severe test. The 
fact that the particular boom and de- 
pression under consideration went re- 
spectively higher and lower than any 
boom or depression of recent occurrence 
added to the severity of the test. De- 
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pression experience showed that the 
companies could foreclose a fair propor- 
tion of their loans, satisfactorily man- 
age the foreclosed properties, and 
finally liquidate the real estate, keeping 


their principal intact. In other w 
the experience of the last twenty 
is good evidence of the satisfac; 
character of mortgage loans as ; 
vestment for life insurance compan): 








HE Reconstruction Finance 
Corporation was first author- 
ized to make direct loans to 
istry on June 19, 1934. This meas- 
ne in response to the opinion 
in some quarters that for one 
- another demand for credit, 
for “intermediate” credit, 
being adequately met by the 
g system. 


Underlying the industrial loan pro- 


is an assumption that this agency 
ke sound loans directly to busi- 
enterprises which banks can not, 
or should not make. Put 

r way, it is assumed that factors 
nsiderations which deter banks 
ther lenders from extending sound 
will not act as deterrents to the 
It is obviously implied in this 
on that the loan policy of the 

|, therefore, differ from that of 


the purpose of this article to 
e, in so far as it is possible, the 

of this government credit 
in order to see at what points 
what extent this policy does in 
that of commercial 


irom 


litte r 


ion of Credit 

fact that the RFC is constrained 

to extend loans only to appli- 
vho cannot obtain credit at usual 

ough customary banking chan- 
might lead one to suppose that the 
icy of the corporation is neces- 
lifferent from that of banks. A 
the corporation’s policy, how- 
ems to reveal that while it may 
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INDUSTRIAL LOAN POLICY OF THE RFC 


BY JOHN DESMOND GLOVER 


Pe) 


differ from that of particular banks, as 
applied to specific instances, it does not, 
on the whole, differ fundamentally from 
that of the banking system looked at in 
the large. That is to say, the RFC in 
passing on an application takes into 
account the same factors which bear on 
credit risk as would a bank. 

RFC loan policy does seem to differ 
from that of banks at two points, not in 
kind but, so to speak, in “degree.” 
First, there is reason to believe that, 
while the RFC takes into account the 
same credit risk factors, it is more 
liberal in its appraisal of credit risk. 
While the industrial loan program is 
not designed as a subsidy to industry, 
it has been the intent of legislators 
that, for the purpose of “ main- 
taining and promoting the economic 
stability of the country or encouraging 
the employment of labor... ,” the 
corporation should be more liberal. 

Second, it is a fact that bankers, to a 
greater or lesser degree, were reluctant 
to make loans with maturity up to ten 
years. ““Term loans,” however, are com- 
ing to be more widely accepted by 
bankers, so that RFC policy with re- 
spect to maturity, as such, may be 
expected to differ from that of banks to 
a decreasing extent with the passing of 
time. 

It is erroneous, therefore, to think of 
the industrial loan program as uniquely 
filling a need for a particular type of 
credit. It is not comparable in this 
regard to some of the European govern- 
ment-aided credit agencies (such as 
those in Belgium), which to a consider- 
able extent make inherently sound loans 
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no bank, under any circumstances, have voiced their opinions of why 
would be likely to make. In the words _ credit was not available. . 
of Chairman Jesse H. Jones, the pur- From such sources it is possib| 
pose of the RFC program has been to _ to secure some understanding of | 
provide credit “‘where there is a de- considerations which may be said ; 
mand which for any reason banks can- _influence the refusal of banks ang 
not meet.’”! other lenders to extend credit. For pyy- 
It may be remarked at this point poses of convenience, these consider. 
that the fundamental criterion applied ations are grouped under the following 
to a request for credit, whether it be a classifications: 
private or a public lending agency 1. Prospects of future earnings 
which is concerned, is the probability . Financial position 
of repayment of principal and interest. 3. Collateral requirements 
In this respect, the extension of credit . Management 
differs fundamentally from the provi- . Business of borrower 
sion of “‘venture capital”? which is . Purpose of loan 
forthcoming under the inducement of Customer relationship 
possibly high but uncertain returns. As . Size of borrower 
long as the RFC, like banks, provides g. Maturity of loan 
credit as opposed to capital, its loan Comparing the loan policy of 
policy cannot differ fundamentally from RFC with what might be considered 
that of any other lending agency. the negative side of bank lending poli 
For a number of years it has been we can see that that agency itseli 
contended that worthy borrowers could _ influenced when passing on loan apy 
not obtain credit from banks. This cations by similar considerations. 
sentiment has been voiced repeatedly 
before the Senate and House banking 
and currency committees. It lies behind 
measures proposed during the 76th 
Congress to facilitate borrowing for 
business purposes. 
In an endeavor to obtain facts re- 
garding the availability of bank credit, 
a number of surveys have been made. 


Prospects of Future Earnings 

The principal reason for rejecti 
the RFC of an application for a loan 
unsatisfactory prospects of earning 
Applicants are required to show ‘ 
sonable” probability of being able | 
repay the loan from earnings. \! 
Jones has stated: “* .. . his only 
TP . Re to repay us will be to make mone 
he most exhaustive of these studies is é ie 

. Apart from foreclosing on collat 

perhaps that by C. O. Hardy and Jacob prospective careings arb the © 
Viner, ‘‘Report on the Availability of "Rf oe f sepava 
ee i ek h Federal tion’s only assurance of repay! 
| ea oa om i seventh redera Borrowers come to the RFC in th 
Reserv e District. his report was sub- instance because of inability to obt 
mitted to the Secretary of the Treasury —_ funds elsewhere. If a borrower we! 
in 1935. The National Industrial Con- — default to the corporation becau: 
ference Board and the Smaller Busi- lack of earnings, it would, under 
ness Association, Inc., have also made circumstances, be extremely unl 
studies in this field. Many individuals that he could obtain outside fina! 
1 Speech, April 18, 1938, over National Broadcasting 2 Hearings on H.R. 4240, 74th Congress, Ist 
Company Blue Network. p. 5. 
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Industrial Loan Policy of the REC 
his debt to the RFC. The 


‘hairman told a House Committee: 


when we find a man in business, if we 
t think he has got a chance in the 


ld to pay back, it does not serve any 


nur? 


se in lending him money.’ 


In the application forms, RFC Form 


Lre 3V 


RFC Form L-174, and RFC 


m L-210, the applicant is required 


Sé 


forth his proposed method of 


repayment and sources of funds there- 


r. Fu 


nds from outside sources, as has 
suggested, would be contingent 


n earnings. Inasmuch as the pur- 


of the enabling legislation is the 


maintenance and promotion of eco- 


stability and employment of 


r, it would not, in any case, seem 


the spirit of the act for the 


poration to make a loan, the method 
f repayment of which envisioned the 
juidation of assets. 


[he “Docket Ticket,” RFC Form 


on which examiners in the 


hington office indicate recommen- 


ns for decline of applications, car- 


ries as one reason for which an examiner 


ir instances *“‘ 


Ula 


recommend such action in par- 
__. Ability to repay 


m earnings not established.’ Hardy 
nd Viner found in their survey, which 


vered the RFC Chicago Loan 


vy, that this was one of the rea- 


ns most frequently given for recom- 
ling that loans be declined. 
In appraising prospects of earnings, 


rporation makes an analysis of 


usual kind. This analysis is based 
the applications, Agency Examiner’s 


er 
4 


reports of credit investigation 
ns and other sources, informa- 


regarding the history of the com- 


ind its present condition, financial 
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statements over a period of years, 
management, law suits, creditor rela- 
tions, industry, company’s product, 
plant, distribution methods, orders on 
hand, sales forecast, and other factors 
which might materially affect future 
prospects. 

It is to be noted that in regard to 
earnings prospects, RFC policy is not 
at variance with that of private lend- 
ers. The balance of evidence, however, 
indicates that the corporation is more 
liberal in its appraisal of probability 
of earnings. 

Some Congressmen feel that the cor- 
poration is unduly conservative and 
that, therefore, it does not fill what 
they conceive to be the credit needs 
of the country. Some weight may be 
given to these contentions in view of 
some of Mr. Jones’s own statements, 
such as the statement that there were 
many loans which could be made “if 
we could take a little more than aver- 
age business risk.’’4 

Prima facie evidence of greater liber- 
ality is, however, provided by the fact 
that the corporation follows a strict 
policy of granting loans only when ap- 
plicants demonstrate they are unable to 
obtain “‘reasonable credit”? elsewhere 


Financial Position 


An unsatisfactory financial position 
forms a basis of declining to make a 
loan on the part of both banks and the 
RFC. For a bank, just what might 
constitute an unsatisfactory position 
depends upon the circumstances and 
the judgment of the particular bank. 
In deciding upon this point, the RFC 
considers working capital position, net 
worth, and the solvency of the business 
requesting the loan. 


4 Hearings on H.R. 4240, 74th Congress, 1st Session, 
p.-&. 
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Working Capital. As regards working 
capital position, RFC Circular No. 13, 
‘Information Regarding Loans to Busi- 
ness Enterprises,”’ states: 


It will also be required that after giving 
effect to the loan from this Corporation, 
the applicant will have sufficient working 
capital to assure continuous operation. 


Two of the reasons for recommendation 
of decline set forth on the Docket 
Ticket described above are “ __ Cur- 
rent position unsatisfactory” and “ 
Financial condition unsatisfactory.” 

it is the apparent policy of the cor- 
poration to grant a loan to a borrower 
whose financial condition is “unsat- 
isfactory,” if “after giving effect to 
the loan”’ his financial position would 
appear to be sound; that is, that the 
borrower, in light of prospective earn- 
ings, will not be threatened with fi- 
nancial difficulties during the life of the 
loan. No loan will be made, however, 
if the applicant’s condition is unsatis- 
factory to such a degree that an ade- 
quate loan cannot be made, and that 
possible further financial difficulties will 
threaten continuous operation and pro- 
spective earnings. 


Net Worth. Like banks, the RFC re- 
quires that applicants show an ade- 
quate net worth as a consideration 
determining financial condition. 

Net worth, from a lender’s point of 
view, might be inadequate in several 
ways. First, net worth may be inade- 
quate in an absolute sense: the business 
enterprise might be so small that the 
lender might not care to make the loan. 
Second, net worth may be inadequate 
as compared to existing debt and other 
outside obligations. Third, the net 
worth may be inadequate as compared 
to the amount of the loan requested. 


The policy of the RFC in regard , 
small loans is treated below. Inade. 
quate net worth as compared to exis. 
ing debt might, of course, constity 
an unsound financial condition wh; 
might result in refusal of credit frop 
the corporation. This issue is treated 
in the following section on Solvey 
As regards adequacy of net worth 
compared to the size of the loan request- 
ed, Circular No. 13 states specifica! 
in the case of loans to new busines; 
enterprises and for the expansion of ex- 
isting business enterprises that ‘ 
applicants must have a net worth p: 
portionate to the loan requested.” 

In any case, the adequacy of 
worth is involved in the issue of the ad 
quacy of collateral, which is likewis: 
taken up below. Barring subordinat: 
of other claims, or the negotiation 
“stand-still”? agreement with present 
creditors, the amount of collatera 
which a business enterprise could offer 
as security would depend on 
amount of net worth. 


Solvency. The issue of the adequacy 
of net worth is raised by applicants 
who are unable to pay current debt 
(or will presently become so) or app! 
cants who wish to transfer indebt 
ness. Under such circumstances Danks 
would refuse to make loans unless this 
action could be justified by considera- 
tions of long-run policy and by 
dence in the liquidation value oi t 
loan. 

The policy of the RFC with respe 
to loans to insolvent applicants 
defined above) and with respect 
loans for the purpose of transferring 
indebtedness was clarified in 1935 >} 
the Honorable Stanley Reed, then gen- 
eral counsel of the corporation. P 
in this matter does not appear to ha¥ 
been changed since that time. While 














RFC has not made it a policy to 

‘| out” creditors, it will allow a 

Mr. Reed indicated up to 

20°%) of the loan to be used for 

etirement of existing debt. Loans 

the retirement of debt, when it does 

appear that the borrower would 

ntinue to operate, will not be made. 

[he law requires that loans be made 

y to solvent applicants. Applications 

nt applicants who contemplate a 

‘ganization and composition of in- 

btedness in such a way that they can 

me solvent before or simultane- 

y with disbursement of the loan. 

Mr. Reed testified: “ ... we have 

yays been willing to lend to a com- 

y after receivership was lifted, and 

lend so it could be lifted.’’® Loans of 

is nature, of course, contemplate that 

» borrower will continue operations 
‘n solvency is restored. 


Collateral Requirements 


[he nature and amount of collateral 
important considerations to banks 
instances where they do not feel 
tified in making an unsecured loan. 

complaint has been heard that 
collateral requirements, when 
lateral is required, are too stringent. 

(he RFC will not make unsecured 

ins. In 1938 some thought was given 
certain Congressmen to the possibil- 

| permitting the RFC to make un- 
ired “character”? loans. Mr. Jones 
id not favor giving this power to a 
government agency. In February, 1939, 


ior example, he restated his position: 


We did not want the character loan in 
ere [the Act of 1938], because we did not 

to say who had character in any 
ticular locality and who did not.® 
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The corporation will, however, ac- 
cept as collateral practically any asset 
of “sound” value; but it will not usu- 
ally accept foreign securities, second 
mortgages, or “intangibles’’ such as 
the capitalized value of patent rights. 
It has been reported that banks have 
declined to accept real estate and other 
““non-liquid”’ assets as security. The 
RFC deems such assets as being fully 
compatible with long-term loans. 

By assuring itself of the “‘adequacy”’ 
of collateral offered, the corporation 
accomplishes a number of things. While 
the RFC will not make a loan when 
prospective earnings sufficient to retire 
the loan are not probable, ample col- 
lateral guards against such _ political 
criticism as might arise from undue 
losses. Second, the encumbering of as- 
sets by liens given to the RFC in such 
proportion as to give adequate security 
provides the borrower with consider- 
able incentive to repay the loan rather 
than to default. Third, by demanding 
security commensurate with the size of 
the loan, the corporation is able to 
resist pressures to grant loans to 
applicants with great hopes but little 
financial responsibility. In any case, the 
corporation provides credit, not ven- 
ture capital. 

The RFC has been criticized for 
what has been thought to be an unduly 
stringent policy with respect to its 
demand for security. Hardy and Viner 
found that ‘Inadequate security” was 
the reason most frequently cited by the 
Chicago Loan Agency for refusal to 
make loans. RFC Form EX-g2, the 
Docket Ticket mentioned above, lists 
the following reasons which may cause 
an examiner to recommend that a loan 


be refused: 






6 Hearings on H.R. 4011 & 4012, 76th Congress, Ist 
Session, p. 24. 
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__ Collateral does not assure repayment. 
No collateral offered. 
___ Collateral unacceptable. 
_ Collateral inadequate and unaccept- 


able. 


Mr. Jones’s statements of policy 
would appear to refute the allegation 
that the corporation is unduly conserv- 
ative in its demands for security. In 
1938 he stated: “We are trying to 
qualify and have tried to qualify every 
applicant.’”? In 1939 the Chairman in- 
formed the House Committee: 


The law still requires that we shall get 
security that will reasonably assure repay- 
ment of the loan, and we have to stretch 
our imaginations pretty hard to cover that 
“‘reasonable”’ business sometimes.* 


Management 


While the corporation will not make 
“character” loans, it places consider- 
able emphasis on the ability and char- 
acter of the borrower, as does any credit 
institution. Mr. Jones told the House 
Committee in 1935 that they 


rely heavily upon the reputation of 
the borrower or the applicant, about his 
character, whether he is trying to be a 
good and reliable citizen and will pay 
if he can. We take into account the 
moral risk, and we take character very 
much into account.? 


Reports of credit agencies, bankers, 
customers, and 


business associates, 
trade creditors are to be found in the 
dockets of applicants, as is the estimate 
of the management by the Agency 
Kk xaminer. 

Hardy and Viner 
where banks refused credit because of 
‘Unsatisfactory customer relationship” 
and “ Past insolvency.” The RFC does 


reported cases 


? Hearings on H.R. 10055, 75th Congress, 3rd Session, 


n 2 
p. 29. 


® Hearings on H.R. 4011 & 4012, 76th Congress, Ist 
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not, of course, have “customers” jn the 
usual sense, but a report of unsatisfac. 
tory relations with banks, in so far as}; 
might reflect on character or ability 
of the management, might prejudice 
a loan. So far as the RFC is cop. 
cerned, past insolvency, fer se, does 
not disqualify an applicant for a loa; 
This may be, of course, a considera- 
tion in the appraisal of the ability 
of the management. The corporatior 
estimate of the applicant’s future ear: 
ings may be influenced by the cir. 
cumstances surrounding, and causes 
past insolvency. 

It is said to have been found by : 
corporation on occasion that the apy 
cant could not obtain credit from t 
local bank because he was competing 
with a concern in which the bank 
officers or directors were interes! 
Some applicants were found to 
been turned down for even more 
sonal reasons. Presumably, the RFC 
not affected in its loan policy by 
sonal considerations other than 
ability and character of the app! 


ls, 
Li 


Business of the Borrower 


In the past few years, it has be 
testified on numerous occasions be! 
Congressional committees that | 
ness enterprises in certain indust: 
find it very difficult to obtain ba: 
credit, except in limited amounts anc 
for limited terms. According to 
nesses, those industries in which | 
problem has been particularly 
are mining, fishing, and textiles. | 
difficulties of the mining and 
industries were ascribed to tech 
peculiarities of those industries. Mine: 


stated that while they could 


Session, p. 9. 
® Hearings on H.R. 4240, 74th Congress, |! 


p. II. 













hay n inventories, they could not get 
anes -edit for buying necessary equipment. 
: sa : Because of technicalities of the law and 
— sractices Within the industry, bankers 
a Jd not get satisfactory liens on fish- 
‘uring , vessels and were not eager to make 





red loans. In the textile indus- 


msccui 


the unprofitable conditions of re- 






ability of bank credit. The RFC 
mak ans to the mining industry 
inder Section 14 of the act as amended; 
ins to the fishing industry are now 
.de under Section 15; and loans to the 
ile industry are made under Section 
hich provides for loans to “ busi- 








= 





s enterprises.” 
+ has not, of course, been intended 
he act to discriminate against any 
lustry, per se. Prior to the amend- 
\ct of 1938, the law read that loans 
be made to “any industrial or 
mercial business.”” Apparently dif- 
ities concerning this definition did 
rise. Claude E. Hamilton, Jr., general 
nsel of the corporation, testified in 
i938 that there were some applications 
ich were necessarily denied because 
was not possible to fit them into 
| classifications.” The act was then 
ended to read “‘any business enter- 
rise.” One Representative suggested 
at that might mean “ Anything from 
stands to the making of loco- 
tives,” and this statement was not 


lenied.}! 


















On occasion, however, it has been 
implied that the RFC did discriminate 
igainst certain industries. Reference 
been made to the textile and 
ng industries in particular. Of 
irse a concern in an industry chron- 
‘ afflicted by economic difficulties 

n H.R. 10055, 75th Congress, 3rd Session, 
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might be at a disadvantage in applying 
for a loan from the RFC in so far as it 
might be more difficult to demonstrate 
prospective earnings. 

At the hearings in 1935, a Repre- 
sentative from Massachusetts seemed 
to think that the corporation discrimi- 
nated against textiles because it did 
not want to make loans to a “dying 
industry.” !* This opinion is not borne 
out by the statistics of loans given in 
the corporation’s reports. As of March 
31, 1935, authorizations to borrowers 
in the cotton goods and woolen goods 
branches of the textile industry con- 
stituted 4.6% of total authorizations 
to “business enterprises.’’!* This per- 
centage had increased to 6.3% as of 
December 31, 1938.14 

The survey in 1935 by Hardy and 
Viner revealed that up to that date 
the Chicago Loan Agency had made no 
loans to the brewing industry, an in- 
dustry which, they reported, found it 
dificult to get bank credit in some 
places. The survey put forth, as a pos- 
sible explanation of the RFC’s policy 
toward that industry up to that time, 
that it was too newly established to 
afford a sound basis for credit. Since 
the Act of 1934 provided that loans 
should be made only to businesses 
established prior to January 1, 1934, 
the large segment of the brewing indus- 
try established subsequent to that date 
was automatically disqualified. That 
particular limitation was removed by 
the legislation of 1935. 

As of September 30, 1938, authorized 
loans to business borrowers totaled 
$312,259,934, of which $74,806,928 
had been canceled and $132,694,392 
disbursed. These authorizations were 
18 Report of the Reconstruction Finance Corporation for 
the First Quarter of 1935. 

14 Report of the Reconstruction Finance Corporation for 
the Fourth Quarter of 7938. 
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distributed as among industries approx- 
mately as follows:'® 
Manufacturing 
Textiles and their products 
Lumber and timber products 
Food and kindred products 
Iron and steel and their prod- 
ducts 
Paper and allied products 
Machinery (excluding transpor- 
tation equipment) 
Stone, clay, and glass products 
Chemical and allied products 
Transportation equipment 
Non-ferrous metals and their 
products 
Leather manufactures 
Printing and allied products 
Rubber products 
Wholesale and retail trade 
Wholesale trade 4 
Retail trade _S 
Mining 4. 
Other (including “not classified”) 13 
Total 100.0% 
There is no reason to believe that 
the distribution of loans as among in- 
dustries follows any preconceived pat- 
tern, nor does there seem to be any 
definite correlation between the dis- 
tribution and any single factor. Some 
facts can be noted, however. The tex- 
tile industry employs more people than 
any other census industry classifica- 
tion.'® The food industry is second. The 
iron and steel industry is fourth. While 
the lumber and timber industry is 
second in amount of RFC authoriza- 
tions, it is fifth in the number of wage 
earners. It is interesting to note that 
according to Statistics of Income for 
19306," the “forest products” industry 
was the only manufacturing industry 
in which the aggregate deficit on re- 
turns reporting no net income was 


nstruction Finance Corporation for 


+ 9935; P- 44. 


larger than the aggregate net inco, 
on returns reporting net income. Th, 
paper and allied products industry. 
fourth in amount of authorizations, was 
tenth in number of wage earners en 
ployed. The size of the average concerp 
in the paper and allied products indys- 
try in terms of average net capital as- 
sets was second only to the chemica 
industry.'8 

There seem to be special circum- 
stances which affect the distribution 
RFC loans in the case of each indus 
try. Such circumstances are doubtles: 
closely connected with those fact 
which influence the demands of 
various industries for this assistance 


Purpose of the Loan 


The problem of loans for the pur 
of retiring existing indebtedness | 
already been discussed in connecti 
with its bearing on the financial | 
tion of the borrower. With respect 
loans for the purchase of machiner 
Circular No. 13 states that the ap; 
cant must show “that such capit 
expenditures are necessary for eflicient 
operation and are economically sound 

Applicants for loans for new ente! 
prises or the expansion of existing bu 
ness into new fields are required 
show that such loans “will be sou 
from an economic point of view as W 
as a credit standpoint.” In the ca 
of new enterprises, the applicant 
demonstrate that the _ business 
progressed beyond the “‘developmenta 
or promotional stage.” 

The corporation will not make ! 
for what it considers speculative 
promotional purposes. Specifically, 
will not finance development 01 
chase of new inventions or the cost 


7 Part 2, pp. 34-36. 


18 Tbid., p. 14. 











ainil ig patents. It is in this area 
' particularly that the character 
‘the RFC as a credit agency is seen. 
llows principles applicable to sound 
ns, not to the provision of share 


mer Relationship 


Hardy and Viner reported that in 
the instances where loans were 
fused by banks covered by the sur- 
“Not customer of the bank” was 

f the reasons advanced. This is 

t a consideration so far as the RFC 
ncerned. Clearly, the corporation 

; in a position to extend credit which 
erwise might be unavailable because 
business in question had not estab- 

| a customer relationship with a 


Size of Borrower 


Small Loans. A. A. Berle, Jr., in his 
‘Memorandum of Suggestions to the 
femporary National Economic Com- 
ittee,”’ suggested that small borrow- 

frequently encounter difficulties 
en seeking bank credit. Dr. Virgil 
rdan reported that while concerns 
ith capital of less than $500,000 con- 
tituted only 50% of those answering 
questionnaire of the National In- 
trial Conference Board, they ac- 
inted for 80% of the reported credit 
iusals or restrictions. 

(he view that small borrowers are 

disadvantage in requesting term 

s might appear to be substantiated 

the statement of B. A. McCormack 

in an article appearing in the 

Wall Street Journal, wrote, “The 
nimum term loan (this according to 
New York bankers) should be 
$250,000.”’ This would stand in marked 
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contrast to the policy of the RFC, 
which has made term loans as small 
as $500. 

Authorized loans of $5,000 and 
under, as of December 31, 1938, con- 
stituted 36.9% of the total number of 
loans to “business enterprises.” The 
size of the average loan in this grouping 
was about $2,160. Loans of from $5,001 
to $10,000 were 15.5% of the number, 
averaging about $8,100. All loans of 
$50,000 and under accounted for 82.5% 
of the total number of authorizations, 
but represented only 18.5% of the total 
amount. 

Concentration of the amount au- 
thorized to larger borrowers is seen in 
the fact that while loans of over $50,000 
represented only 17.5% of the number, 
they accounted for 81.5% of the 
amount. Loans of over $500,000, only 
1% in number, alone accounted for 
30% of the amount.”° 

It is argued that a bank cannot afford 
to make a large number of small term 
loans because of the cost of investiga- 
tion and administration. It is truethat 
the RFC, unlike a bank, is able to dis- 
regard the cost of investigation and 
servicing. 

It is a moot question whether banks 
on the whole discriminate against small 
borrowers, per se, although there have 
been some findings, such as those of 
Hardy and Viner and of the National 
Industrial Conference Board, which 
seem to indicate that smaller concerns 
do encounter somewhat greater difh- 
culty in securing credit. That many 
banks do actually make small term 
loans is, of course, well known. For this 
reason, it is dificult to determine 
whether the policy of the RFC with 
respect to small term loans does in fact 
vary from that of banks generally. 

20 Report of the Reconstruction Finance Corporation for 
the Fourth Quarter of 1938. 
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In so far as it might be true that Senator Adams: But there is a lack of 
small business is less profitable, small readily available money for capital loans? 
applicants might find it harder to dem- Mr. Jones: That is right—where they 
onstrate prospective earnings, and so _- become fixed loans. 
be at a disadvantage even when ap- 


plying at the RFC. In their survey in 1935, Hardy and 


Viner found that one of the most fre- 
quent causes for refusal of bank credi; 
was that the loan was “slow.” The 
problem of “slow” loans is essentially 
that of liquidity. It has been the 
thought of many bankers, especially in 
recent years, that, in view of the fact 
that bank deposits are subject to with- 
drawal on demand, banks should avoid 
long-term loans which were believed 
to be too illiquid. Many bankers doubt- 
less still feel, as does Senator Carte: 
Glass, that “* . . . commercial banks 
ought not make long-term loans.’ 
It is with regard to this issue, if an 
where, that it might be argued 
the loan policy of the RFC differs 
kind from that of commercial ban 
The RFC has no problem of liquidity 
Its funds, provided by the Secreta: 
It is the feeling of some members of of the Treasury and by the sale 
Congress and of the corporation that ‘F : a SA 
one of the chief purposes of the indus- ‘iucue ee ae ; 
trial loan program is to provide long- bie long as banks pases weintein 
term loans which banks are thought to mene él liquidity there will b: 
be reluctant to make. The following eed for a credit agency with perma- 
excerpt from the Hearings before the ent funds which can provide Lae 
Senate Banking and Currency oe eS SG 
mittee in 1938"! exemplifies this con- Long-term loans do not now const 
ception of the need which the program = tute a liquidity problem to the extent 
fills: that they may have in the past. Su 


red 


loans, when “sound,” are now r 
Senator Adams: There is a gap in the > : 
countable at the Federal Rese 


lending capacity for that type of loan. . aes 
CRs Rg Aes bee ef. Banks for a period of four months. in 
There is ample capital available for the dditi ba ha ie is (cadet 
on, s fe some arte! 
making of 30-day, 60-day, or go-day loans, rey SS ee ee ee 1 . 
that deposit insurance reduces the ne 


I believe. Mees et 
Mr. Jones: Yes; and six months and a for liquidity. ve 
be supplied There are two other factors wh 


are held to have caused bankers to re- 


Large Loans. Larger borrowers in 
outlying communities are sometimes 
unable to obtain adequate accommoda- 
tions from small local banks. Because 
of their location away from metropoli- 
tan centers, such concerns are said fre- 
quently to meet refusal from larger 
city banks which are not familiar with 
the concerns or their credit needs. Oc- 
casionally individual banks feel that 
they cannot carry the entire credit 
burden of some large borrower. 

For the foregoing reasons, the $500,- 
000 limit placed by Congress on the 
amount any single borrower could ob- 
tain from the corporation was removed. 


Maturity of Loan 


year. Current needs can 
readily. 

Hearings on S. 3735, 75th Congress, 3rd Session, 22 Thid. 
p. 5. 











‘-ain from extending long-term credit. 
Hardy and Viner found that bankers 
‘equently refused long-term credit be- 
of unwillingness to evoke “ Ex- 

criticism.” The other reason 
has been advanced is unfamil- 
with the technique of long-term 


“}}yaminer criticism”’ arose from the 
nception that banks should not 
mak what are now called “term loans.” 
It is true that a considerable portion of 
nks’ commercial loans have always 
n, in effect, term loans. Neverthe- 
ss, examiners in particular cases were 
ely to call attention to slow loans, a 
which undoubtedly acted as a 
leterrent to the making of this kind of 
| in many instances. The agreement 
the uniform revision of bank ex- 
ination procedure, July, 1938, by 

: Secretary of the Treasury, Board 

‘ Governors of the Federal Reserve 


System, the Federal Deposit Insur- 


nce Corporation, and the Comptroller 
the Currency, abandoned the old 


“Slow” classification. This change 


examination policy was designed 
remove examiner criticism which 
erated to discourage the making of 
ind loans of intermediate and long 
turity. 


Technique of “Term Loans.” Long- 
erm credit appears to demand a con- 
siderably different and more intensive 
nalysis than do seasonal, self-liquidat- 
ng loans. It is probably true that some 

nkers have felt that they are not 

ciently familiar with the techniques 
long-term loans, and have not be- 
ed that they could safely make 
ans of a kind to which they were not 
ustomed. 

The techniques of term loans are 
however, being discussed in bank- 
literature and at conventions, so 
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that this particular difficulty may be 
expected to figure less as a deterrent to 
the making of sound long-term loans by 
banks. 

Because of the two foregoing devel- 
opments, it can be expected that the 
loan policy, in this regard, will become 
less at variance with that of banks than 
it may have been. 


Amortization of Loans. It is the policy 
of the corporation to adjust the matu- 
rity of the loans and the amortization 
schedule to the needs of the borrower 
in each case. Circular No. 13 states that 
the period of time for repayment will be 
so determined that it 


. will be sufficient, in so far as it can be 
estimated at the time the loan is granted, 
to enable the borrower to make plans for 
the development of future business without 
being unnecessarily restricted by a repay- 
ment schedule which would impair the bor- 
rower’s working capital during the life of 
the loan. 


This statement of policy is in harmony 
with Mr. Jones’s belief that “If a man 
needs money for five years, he obvi- 
ously cannot pay it back in six months 
or one year. _— 


Summary 

From a qualitative analysis of its 
policy, it seems reasonably clear that 
the industrial loan program is essen- 
tially a supplementary source of credit, 
designed to meet a demand for inher- 
ently sound loans which, for any reason 
other than a question of inherent sound- 
ness, is not met by local banks. It is 
probable that the RFC is not so con- 
servative as banks in its determination 
of what constitutes ‘“‘soundness.” As 
Mr. Jones told the Senate Committee 


23 Hearings on H.R. 4011 & 4012, 76th Congress, Ist 


Session, p. 5. 
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in 1938, the corporation feels that 
“ . . , the government, under present 
circumstances, can afford to take a 
chance that a bank cannot.’’*4 The 
program, however, has neither been 
conceived as being part of a deficit 
financing policy of the government, 
nor as a subsidy to industry. 

In so far as some bankers, through 
unfortunate experiences of past years, 
have become unduly conservative, the 
program may supplement banking facil- 


24 Hearings on S. 3735, 75th Congress, 3rd Session, 


sie 
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ities in some measure until the banke; 
confidence is restored. It does provide ; 
source of credit for borrowers whog, 
loans cannot be taken by local bank 
for reasons not connected with 
soundness of the borrower himself, RB, 
providing “‘intermediate” credit, th 
system until the “term loan”’ gain; 
wider banker acceptance. 

The program does not, of cours 
meet the problem of a lack of fund; 
arising from a lack of permanent 
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Share-capital. 












S the United States losing its for- 
eign markets? To this question the 
answer would seem to be no. Al- 
igh the pre-depression level of trade 


has not been attained, an encouraging 


gress toward reaching that level has 


been made. Also encouraging is the in- 
reasing share of imports into foreign 


intries that the United States has 
tained, particularly in those coun- 


DLALIIC 


tries with which trade agreements have 


en made. 


The next few years will tell whether 


t the United States continues its 
rch toward recapturing completely 


; former position in world markets. 


e effect of a major war, if one should 
me, cannot be foreseen; if war does 
t come, it is not probable that the 


resent heavy exports of war mate- 
ils will continue. Such progress as the 
Lnited States makes toward gaining 
wider foreign markets for her domes- 


output must be based on stronger 

Indations. 

lf the increasing share of foreign im- 
ts that falls to the United States is 
uraging, the decreasing share in 


e exports of these countries is dis- 
lieting. Particularly is this true of our 
ide with the trade agreement coun- 


. In the face of accumulating gold 
cks at home and limited capital in- 
tments abroad, it becomes axiomatic 


at if we are to be good sellers we must 


good customers. And, since much of 
r foreign buying depends on domestic 


isiness conditions, one of the surer 
vays of fostering export trade with 
her nations is to foster business re- 


ery at home. 


IS THE UNITED STATES LOSING ITS FOREIG! 
MARKETS? 


BY CHARLES A. BLISS 









ry 





of the United States to 
World Commerce 


Contribution 


In the six years that have passed 
since the depression low was reached in 
the foreign trade of the United States, 
some progress toward former levels has 
been made; but it has been a progress 
hampered by rising tariff barriers, by 
import quotas and export subsidies, by 
increasing efforts toward economic self- 
sufficiency on the part of an ever wider 
area of nations on the one hand, and 
keener competition for foreign markets 
on the other. This article is an examina- 
tion of the available statistics on the 
volume of foreign trade in an effort to 
learn what the over-all changes have 
been and what changes have occurred 
in the share of world commerce that 
falls to the United States. 

Against the record of world com- 
merce as a whole the showing of the 
United States is unimpressive. The 
world estimates currently published by 
the League of Nations show a tardy 
recovery in the volume of our foreign 
trade, with world commerce as a whole 
much closer to pre-depression levels 
than is the foreign commerce of this 
country. Five years after reaching a 
peak in 1929, the aggregate value of 
world foreign trade, measured in gold 
dollars, had shrunk to one-third of its 
former volume, while in the same five 
years of decline the foreign trade of the 
United States had dwindled to less than 
one-fourth of its 1929 volume. Sub- 
sequent recovery brought world trade 
in 1937 to a high point which was 46% 
of the 1929 peak and United States 
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foreign commerce to 39% of 1929. The 
1938 recession reduced these figures to 
31% of 1929 for the United States and 
40% of 1929 for world commerce as a 
whole. Expressed as a percentage of the 
world aggregate, the foreign trade of 
the United States dropped from 13.8% 
in 1929 to 9.5% in 1934, recovered to 
11.8% in 1937, then fell to 10.8% in 
1938. This country’s share of world 
commerce thus remains 23% less than 
the share enjoyed in 1929. Six years 
after reaching the bottom of the Great 
Depression, a better showing might 
have been expected. 

The figures just summarized do not 
tell the whole story of changes in 
America’s foreign trade, for decline 
and recovery in world commerce! are 
inadequately reflected in value com- 
parisons. Changing price levels and the 
departures of practically all national 
currencies from gold have greatly in- 
fluenced value totals. Indeed, the de- 
cline in the gold price of the articles 
entering into foreign trade accounts for 
much of the fall in the several value 
series cited. The physical volume of 
world trade declined much less mark- 
edly, and its recovery to 1937 was sub- 
stantial. The “quantum” of world trade 
is estimated for 1937 at 97% of the 
1929 volume;? in other words, the quan- 
tity of merchandise entering into for- 
eign trade was very nearly the same in 
1937 as in 1929. In 1938 the “quan- 
tum”’ index, as computed for 76 major 
countries, was 89% of the 1929 volume. 
A comparison of foreign trade in quan- 
tum units for the United States and 
for the world aggregate appears in 
Exhibit I. 

''The data on world foreign trade are compiled by 
the Economic Intelligence Service of the League of 
Nations and are published in its annual Revtew of 
World Trade. The world figures relate to over 160 
areas, for which no more than fair uniformity exists 
either in the methods of reporting or in the definition 











EXHIBIT I 
CHANGES IN THE PuysicaL VOLUME oF THE Fog; 
TRADE OF THE UNITED STATES AND oF 
Wor.p, 1929-1938 


(2) Column \2) asa 
(7) United (3) Percentage of 
"ear States World Column (2) 
1929 100 100 100 
1932 56 75 75 
1933 58 76 76 
1934 60 78 77 
1935 69 82 84 
1936 75 86 87 
1937 89 97 92 
1938 76 89 Rc 


Source: Based on estimates of U. S. Department 
Commerce and Economic Division, League of Nat 
The 1938 world figures are provisional estimates 
In quantity terms, the foreign trad 
of the United States had regained | 
1937 much of the 1929-1932 loss, 
though the 1938 decline has set 
figures back to approximately the 193 
level. While this recovery lagged 
hind that shown by world trade a 
whole, the relative improvement \ 
greater (until 1938), as is clear f1 
the entries in the final column of f 
hibit I. Relative to 1929 volumes, t 
standing of foreign trade of the United 
States in 1932 was only 75% as hig 
the aggregate of all world trade, | 
this ratio climbed steadily until in 1937 
it reached 92%. In 1938 it was 85 
Should the ratio ever reach 100, it 
mean that the 1929 volume relations! 
with world trade is restored. On 
evidence, and despite the 1938 decli 
it appears that the United States ha 
made headway toward regaining 
former position in regard to the p! 
cal volume of world trade. 
The preceding comparisons are b 
on figures relating to combined ex 
and import trade, and this fact qua 
fies their interpretation somewhat. 
of foreign trade. Changes in the figures are t! 
more significant than is the total for any one 
estimate for 1929 was $68,619,000,000, of whic 
were $35,595,000,000 and exports $33,024, 
*League of Nations, Restew of World Tra 
p. 10. 












arse what is exported from one coun- 
must be imported into others, and 
aggregate the total of imports 
approximately equal the total 
‘ exports. _In measuring the volume 
‘United States foreign trade relative 
the aggregate, however, direct com- 
ns other than of combined totals 

not warranted, for it would be in- 
ect to compare the exports of the 
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tive exports on both a gold value and 
quantum basis is made in the first sec- 
tion of Exhibit II, and a similar com- 
parison for imports is given in the 
second section. 

The imports of the United States 
advanced faster toward pre-depression 
relationships with the rest of the world 
than did exports, but the drastic set- 
back to imports in 1938 undid most 


EXHIBIT II 
“PARISON OF CHANGES IN Exports AND IMPORTS OF THE UNITED STATES AND IN COMPETITIVE Exports 
AND Imports OF OTHER CouNTRIES, 1929-1938 


Value (Old U. S. gold dollars) 


Quantum 


— 





a 








° 
r?) 


100 








United States Rest of World* Ratio 


Export Trade 





United States Rest of World* Ratio 





100 100 


8 


100 










31 42 

3 25 40 
24 39 

26 38 

28 41 

7 38 49 

35 44 














8 





Le 
31 42 74 60 81 74 
26 38 67 66 81 81 
{ 22 37 59 66 84 79 
27 5 28 39 76 81 85 95 
33 39 85 90 89 101 
7 4! 48 85 100 98 102 
27 43 63 72 g! 79 
‘rest of world” are world exports (or imports) minus both U. S. imports and exports. The purpose of the table is to compare 








100 


Import Trade 


74 52 82 63 
62 52 83 63 
62 56 86 65 
68 59 88 67 
68 62 93 67 
77 79 102 77 
80 79 94 84 


100 


100 


ts and competitive world exports, U. S. imports and imports other than from the United States int¢ 


other countries 





100 











United States with world exports that 
perforce, include imports into 

s country. We may, however, com- 
ire the exports of the United States 
n the exports of all other coun- 
es minus the goods exported to this 
intry (i.e., imports into the United 
states). Comparison of such competi- 


i929 world imports were estimated at $35,595,- 
exports at $33,024,000,000; in most years 
are approximately equal. Total world im- 
isually exceed world exports for various reasons, 
because import valuations ordinarily include 
reight charges and, in some instances, import 
In certain countries, however, including the 

1 States, imports are valued at the point of 

















of the gain. In quantity terms, im- 
ports by 1937 had equaled imports of 
1929; by 1938 they had collapsed to 
pre-recovery lows. In considerable part 
the 1937 increase was occasioned by 
imports of food products to offset poor 
crop conditions at home. With the har- 
vesting of the heavy 1937 crops, im- 
export.) The value of goods lost in transit, on the 
other hand, is included in exports but not in imports. 
Differences in the volume of goods in transit at the 
beginning and the end of the year will also affect 
the totals, tending to make imports exceed exports 
for the year if the year-end volume is small and v1ce 
versa. 
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ports of grains fell off for 1938, while 
imports of other commodities were also 
curtailed as business recession spread. 
As a result the quantum of imports 
into the United States in 1938 stood 
at but 72% of 1929, in sharp contrast 
to the level of 100% of the year before. 
This cut of almost 30% in the volume 
of imports meant a sharp break in rela- 
tive standing with the rest of the world, 
for elsewhere imports were reasonably 
well maintained. 

Improvement in the export trade of 
the United States tended to lag behind 
other countries during the early years 
of recovery. Some increase is shown in 
1937 and at least no loss in 1938, yet 
both absolutely and relatively the im- 
provement leaves the United States 
far from its pre-depression position as 
an exporter to world markets. 


Regional Comparison of Foreign Trade 
Depression, subsequent recovery, and 
recession have brought some marked 
shifts in the directions of American 
foreign trade since 1929. In part these 
shifts have reflected changes in de- 
mand for particular commodities, since 
trade with certain areas often is 
weighted heavily by one or two major 
products. In part these changes have 
been brought about by changing tariff 
policies, and by efforts to restrict 
imports in support of nationalistic 
doctrines. In view of these changing 
influences, it becomes important to look 
‘In Exhibit III the imports of various areas are con- 
trasted with the exports of the United States to these 
areas, and the total exports of these areas with the 
portion coming to this country. Before comparison, 
the data are converted into their gold dollar equiva- 
lent. The proper method of analysis is the detailed 
classification of the export and import trade of each 
of the 160 areas for which export and import data are 
available, plus an adjustment for varying values of 
national currencies. We make a fair approximation of 
the results that would be obtained upon completion 
of such an elaborate analysis by assuming that the 
import values reported by the United States Depart- 
ment of Commerce as having been received from a 


at the changing share of the foreign 
trade of different regions that falls +, 
this country rather than at the absolute 
amount of trade. On such a criterion 
the United States has, in most Sean 
only a meager recovery to its credit 

In 1929 the exports of the United 
States to the various countries 
Europe comprised approximately 12: 
of all imports into these countries (se 
Exhibit ITI) ;* at the low point of this 
ratio in 1934 it was 7.9%. By 1938 th. 
proportion had climbed slowly to 9.6 
of total imports yet was still less thar 
halfway back to the 1929 high. Clearl) 
there is still substantial recovery to b 
gained in the relative volume of export 
trade with Europe. In our turn we hay: 
not proved so good a customer f 
European countries as we were in 1929 
In 1938 exports to the United State: 
from Europe were, in relation to ex- 
ports to other countries, approximatel) 
at the 1934 relationship. 

In two regions only, Asia and Africa, 
has the share contributed by t 
United States to imports increased oy 
the pre-depression share. Here alon 
has the United States increased re! 
tively its foreign exports. Our im] 


1 
} 


tance as a customer, on the other hand, 
exceeds that of 1929 in no region | 
Oceania (chiefly Australia and Nev 
Zealand). In short, despite the recove 
evident almost every year since t 
depression lows, much improvement 1: 
yet to be made before this country r 


given country or area correspond to the value 
ported exported to the United States (on adjust 
to the common unit of old U. S. gold dollars). Li} 
exports of the United States to a given area 
assumed to represent imports into that area 
understatement of these values by reason of 

of transportation costs being ignored). 

It goes without saying that the absolute level 
ratio is less significant than is its movement 
because of the lack of exact comparability 
statistics from which it is computed and bec 
the difficulty of tracing the ultimate destinat 
certain products. Exports of wheat to Canada 
example, are probably destined for Europe. 














‘ns the position it held in world 


-ommerce in 1929. The most encour- 
agement comes from the steadiness of 
-he improvement, which if maintained 
may yet see the United States back at 


‘ts former level. 


The preceding analysis of the re- 
ional disposition of world trade may 


be supplemented by a series of meas- 
ures for individual countries, based 


spon the trade statistics of these coun- 
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pression lows is the story told by the 
detailed figures of Exhibit IV. In gen- 
eral they support the conclusion of a 
steady recovery based on the broad 
regional groups. In 7 countries the 
share of the United States in imports 
in 1937 was greater than in 1929, and 
in all but 7 of the 32 countries it was 
greater than in the 1933-1934 lows. 
The movements of the ratio expressing 
the share of this country in the imports 


EXHIBIT III 
Suare oF THE Unirep STATES IN THE IMPoRT AND Export Trape OF DirFreRENT ReEGIONS,* 1929-1938 
A. American Export Trade 


(Exports of the United States to the given area as a percentage of the total imports of that area) 


1929 1932 1933 1934 1935 1936 1937 1938 
Europe 11.8 9.2 8.8 7.9 8.7 8.3 8.6 9.6 
North AmericaT 64.8 $3.2 48.1 49.6 49.9 gr.3 55-3 60.9 
Asia i ee i .9 13.2 14.0 12.7 ‘7.3 15.4 ic.7 
South America 28.5 20.7 17.2 20.2 19.8 21.6 25.3 25.0 
Africa ay J 4.5 4-3 6.1 7.2 7.8 8.8 7.8 
ceania 19.8 13.4 10.3 te. 7 13.6 12.5 13.0 12.1 
Worldf 16.5 12.5 10:3 11.3 12.0 '2.2 13.5 14.0 
B. American Import Trade 

(Imports into the United States from the given area as a percentage of the total exports of that area) 
1929 «19321933 1934 19351936 1937, 1938 
pe 8.3 5.9 6.1 5.2 6.4 7.4 7.0 5.3 
26.0 20.5 19.5 16.5 19.9 20.6 23.0 16.8 
\mericaf 45.0 38.2 32.0 29.6 33.6 36.0 35.4 30.2 
America 28.4 24.9 at.4 17.6 20.8 19.6 22.2 12:7 
a 7.3 2.8 2.6 2.6 3.0 4.2 4.9 <7 
ania 6.4 1.9 2.4 2.4 3.9 4.6 7.6 1.9 


15.6 II. 


gions are 
I 44.7%, Asia 12.3%, North America 26.6%, South America 10.3, Africa 2.5%, Oceania 3.6%; Imports, Europe 30.3 % 


1.1%, North America 22.3%, South America 14.5 %, Africa 2.5 


jing the United States. 

tries and indicating the change in the 
share of the United States in their 
foreign trade (Exhibit IV). The coun- 
tries are arranged according to the 
great regions thus far discussed. Figures 

r 1938 are not available, but it is to 
be expected that the relationships indi- 
cated in the regional totals for 1938 
would apply. If so, there is reason to 
expect sharp reductions in the ratios 
relating to American import trade and 

stly increases in the ratios relating 

American export trade. 

A sharply reduced relative trade vol- 
ime during the depression with varying 
degrees of improvement since the de- 





7 








10.6 9.0 11.8 12.8 i. 3 10.0 


arranged in order of their importance in the total exports or imports of the United States in 1929, which was as follows, 


%, Oceania 1.3%. 


of the 32 countries during the period 
1934-1937 may be summarized as fol- 
lows: In 14 countries no direction of 
movement is discernible; in 3 the move- 
ment clearly was down; in 15 there 
was improvement. The importance of 
the United States as a purchaser in 
these countries has fluctuated from 
year to year, but the general trend over 
the five years 1933-1937 in most in- 
stances has been upwards. In many 
countries exports to the United States 
relative to all exports fell in 1937 with 
the check to business expansion in this 
country, and it is to be expected that 
the 1938 ratios when available will 
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show continued declines. The over-all United States has risen steadily from 
ratios by regions (Exhibit III) clearly 12.7% in 1933 to 16.4% in 1937, "4 
show the effects of the 1937-1938 de- _— Brazil from 21.0% to 23.1% and ip 
pression on relative exports to the Chile from 22.5% to 29.1%.° Yet Co- 
United States. lombia was the only major South 


EXHIBIT IV 
Tue Suare or tHE Unirep Srates in THE TRrape oF SeLectep Countrigs,* 1929-1937 
American Export Trade: Percentages of Total Imports Coming from the United States 
: 1929 1932 1933 1934 T935 1936 
“urope 
U.S.S.R. 20. 
Italy 16. 
United Kingdom 16 
Sweden 
Denmark 
Germany 
France 
Poland 
Norway 
Netherlands 
Belgium 
Switzerland 
Czechoslovakia 
Asia 
Japan 
China 
Netherlands Indies 
India 
Malaya, British 
Ceylon 
North America 
Mexico 
Canada 
Cuba 
South America 
Venezuela 
Colombia 
Peru 
Chile 
Brazil 
Argentina 
Africa 
Union of South Africa 2 4 
Egypt fe) 2 
Oceania 
Australia 24.6 16.4 14.6 15.9 17.1 
New Zealand 19.1 14.6 ‘3.7 12.0 $2.5 12.7 
* The data for 1929-1935 are from the Foreign Commerce Yearbook (1937, p. 406; 1936, p. 396; 1933, p. 350). The 1936-1937 figure 


secured directly from the Bureau of Foreign and Domestic Commerce. The basic data from which the ratios were computed are 
of unadjusted national currencies. 
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Despite increasing foreign competi- | American country in which the United 
tion for South American trade, the States regained its pre-depression shart 
United States has not lost ground dur- _ of imports. As elsewhere, the depres- 
ing the last six years. The share of _ sion loss in South American trade has 
Argentine imports secured by the not been fully regained. 

5 The following estimates are available for the ratio down from 29.1% to 27.7%. The 1938 estimate for 


for 1938: Argentina up from 16.4% to 17.6%; Brazil Colombia is 49.8% (up), Peru 34.3% (down), ' 
up from 23.1% to 23.8%; Chile (except nitrates) zuela 58.6% (up). 












The 1933-1936 recovery and the 

1937-1938 decline in general business 
nditions in the United States have 

.d a great deal to do with this coun- 
changing share in world com- 
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I No! way 9. 
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hoslovakia re 
Belgium 6. 
France 6. 
United Kingdom 6. 
U.S.S.R. .. 
Netherlands 4. 
Denmark Bs 
Poland ¢ 
Japan 42. 
Malay a, British 42. 
eylon 19. 
China 13. 
$ India 13. 
' Netherland Indies I 
North America 
Cuba 76. 
7 Mexico 60 
Canada 46. 
South America 
Colombia 75. 
Brazil as: 
Peru 33. 
Venezuela 28. 
Chile 25 
Argentina 9. 
es 
Egypt 14. 
Union of South Africa . 
lceania 
New Zealand 6 
Australia 3. 





merce.® Because of the severity of the 
lepression in this country, the recovery 
novement as it progressed was bound 
to improve the relative position of this 
intry in world trade. Particularly is 
is true of imports into the United 
States, since industrial materials bulk 
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Por a discussion of the effect of the business cycle 
n the composition of world trade, see the article by 
B. Killough, ‘The Recovery of World Foreign 
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so large in the total. Domestic business 
recovery in 1936 pushed imports to 
new highs and, conversely, the collapse 
of business in 1937-1938 brought sharp 


curtailment in import volume. The dol- 


EXHIBIT 1V—(Continued) 
American Import Trade: Percentages of Total Exports Going to the United States 
1929 


1932 1933 1934 1935 1936 1937 














9.4 8.7 7.4 8.1 9.9 7-5 
10.5 12.2 9.9 12.0 12.4 11.0 
7:2 7.0 5.8 6.1 8.0 8.8 
9.0 10.9 9.6 10.8 8 Be 9.8 
4.9 5.0 3.8 4.0 3.6 3-5 
6.9 7-3 6.8 8.3 9.1 9.3 
4.7 5.0 4.8 6.3 8.1 7.6 
4.9 4.7 4.7 4.6 5.7 6.4 
4.2 c.4 4.4 ee 6.3 6.0 
3.0 2.8 3.4 7.2 9.6 7.8 
3.5 4.6 4;3 4.9 6.0 z9 
0.5 0.6 0.9 0.7 0.9 1.9 
0.9 1.6 2.4 4:7 6.6 8.6 
32.1 26.8 18.6 21.8 22.5 20.6 
22.3 33-5 34-6 34.30 47.1 
9.9 ir.2 13.9 55.3 15.4 
13,4 18.6 17.8 23.2 26.4 27.6 
7.5 9:5 8.5 OF j 9.2 10.6 
12.1 i .7 11.4 3.9 17.8 18.7 
71.2 67.7. 75.3 79.3 78.7 80.7 
65.2 47.9 52.2 62.8 60.8 56.3 
32.9 32.1 33-5 35.2 35.2 35-7 
76.0 72.6 65.6 65.7 54.3 64.1 
46.8 464 389 39.4 38.8 36.3 
15.1 15.7 14.3 20.9 19.3 22.1 
20.8 14.7 16.0 16.1 17.5 ‘4.9 
22.0 19.9 20.9 23.0 19.5 $2.5 
3.4 7.8 2. 3.1 12.2 12.8 
5.2 4.5 3-9 3.9 4.5 Oo 
1.8 3:2 1.6 2:4 0.9 v3 
:.7 2.9 ej S.4 §.2 7.2 
3.1 1.4 2:3 4.4 4.6 7 


lar volume of total imports dropped 
35% from 1937 to 1938, but exports 
declined only 7%. Obviously other fac- 
tors than domestic business conditions 
have influenced the volume of our 
foreign trade, and especially the vol- 
ume of domestic exports. Special in- 


Trade,” xvI HARVARD BUSINESS REVIEW 3, Spring, 
1938, pp. 314-322. 
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fluences, that must be examined in 
detail, have operated to bolster exports 
during these recent years. Chief among 
these influences have been foreign de- 
mand for war materials and the recip- 
rocal trade agreements reached under 
the Administration’s present tariff pol- 
icy. We turn, therefore, to an appraisal, 
in so far as the statistics warrant, of 
the influence of these factors on United 
States foreign trade. 


Export of Material Useful for War 
Pu rposes 

No one knows how much of the ex- 
ports from the United States during 
the past twelve months were destined 
to serve military purposes. Firearms, 
ordnance, and ammunition were surely 
so destined, and exports of these prod- 
ucts totaled over $8,000,000 for 1938, 
an increase of 40% over 1937 and an 
increase of 150% over 1935. Large 
quantities of other war materials have 
left these shores in forms not easily 
recognized—either because they were 
not in finished form, or because their 
use for war purposes was not their 
normal destination. Commodities in 
the first group would include raw 
cotton, copper, and scrap steel; com- 
modities in the second group include 
tractors and trucks. A final class of 
goods includes those products which 
may not in themselves be of direct use 
for war needs but which serve indi- 
rectly, either to release productive 
facilities in other countries for the 
manufacture of war goods, or to pro- 
vide those supplementary supplies, 
such as foodstuffs and clothing, so 
essential to continued warfare. Thus it 
is that the identification of the absolute 
7 See New York Times, October 4, 1935. (The Presi- 
dent’s proclamation was reported in the New York 


Times of September 26.) The list of supplementary 
materials is as follows: Cotton and linters, iron and 


steel scrap, tinplate scrap, tinplate waste, copper 


quantity of war exports is next ; 
impossible, but from an examination oj 
the changing exports in a selected 
group of materials useful for war pur- 
poses, we can discern what has been 
the trend, if not the degree, of the 
influence upon the trade of the United 
States of recent war and armament 
activities. 

A start on a list of war materials may 
be found in President Roosevelt’s proc- 
lamation of September 26, 1935, de- 
claring certain American products t 
be implements of war. These were th: 
materials export of which to belligerent 
countries in time of war could be p: 
hibited by presidential proclamatior 
and manufacture of which required 
registration and licensing by the Wa: 
Department. The list of war materia! 
was restricted chiefly to articles of in- 
disputable military use, such as fire- 
arms of certain weight and calibe: 
ordnance, ammunition, and _ aircraft 
Comment at the time of the President 
proclamation and since has stressed t! 
importance of other materials to wai 
purposes. In October, 1935, the Depart- 
ment of Commerce published an 
timate of the export value of 
materials going to selected countries 
that included these and supplementary 
materials. It is this list, with some ad 
ditions, that will serve as the basis 
this discussion.’ Exports of these p1 
ucts for the years 1929 and 1933~-193° 
are shown in Exhibit V. 

There is no doubt of the increasing 
importance of materials useful! for wa! 
in the exports of the United States 
Frantic rearmament programs and wa! 
in Spain and China have accounted | 
a marked increase in the exports 
ingots, motor trucks and busses, safety fuses, am! 
nium anhydrous, and certain other gases. [r 
tabulation of the text, four other items are inc 


Engines for trucks and busses, “‘other vehicies 4! 
parts,” tracklaying type tractors, and explosiv¢ 











.»e materials included in Exhibit V. 
\|though in the total of all exports the 





nant, they do contribute to the volume 
‘exports in a way that challenges at- 
-ention. Reflecting more or less non-eco- 
nomic factors of uncertain permanence, 
this export business based on war ac- 
‘jyity introduces complicating influ- 
ences in a situation already complex. 
In the face of an increasing total vol- 
ume of exports, an increase in the ratio 
materials useful for war purposes 


i 


excluding cotton and copper) to the 
















Firearms, Am- 
munition, and 





Cotton and 




























tal would be significant. To find the 
ratio for our sample increasing from 
2.7% of total exports in 1933 to over 
7°% in 1937 and 1938 is a striking com- 
mentary indeed on the character of 
present-day world trade. 









Reciprocal Trade Agreements and the 
Disposition of Foreign Trade 






The success of the Department of 
State in consummating reciprocal trade 






*The countries with which agreements have been 
gned, and the year they became effective, are: 7934, 
Cuba; 7935, Belgium, Haiti, Sweden; first half of 1936, 
il, Canada, Netherlands and Indies, Switzer- 
ind, Honduras, Colombia, Guatemala, France, in- 
iding colonies; second half of 1936, Nicaragua, 
land; 79377, Costa Rica, El Salvador; 7938, 
Czechoslovakia, Ecuador, Great Britain. The dis- 
lution of Czechoslovakia has reduced the number of 
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agreements between the United States 
and other nations during the past four 
years provides a hopeful aspect to the 
picture of our foreign trade. Nineteen 
agreements have been reached thus far, 
of which twelve have been in effect 
since the middle of 1936.8 The Depart- 
ment of Commerce has offered evidence 
of the success of the reciprocal trade 
agreements, which is summarized in 
Exhibit VI. The volume of trade with 
the trade agreement countries increased 
in both 1936 and 1937 more than trade 
with the nonagreement countries. 


EXHIBIT V 
Export oF Marteriats Userut ror War Purposes,* 1929-1938 


All Materials Except Cotton 


Aircraft Linters Copper Ingots Other Materialst and Copper 
Thousands Thousands Thousands Thousands Thousands % of All 
Year of Dollars % of Dollars % of Dollars % _ of Dollars %_ of Dollars % Exports 
$15,311 100 $770,830 100 $148,436 100 $147,323 100 $162,634 100 3.2 





33 11,833 77. 398,212 §2 16,931 II $4,283 23 45,044 28 2.9 
34 21,752 142 372,755 48 39,651 27 74,431 SI 96,183 59 4.6 
5 17,502 114 390,897 SI 40,258 27 86,448 59 103,950 64 4.6 
193 27,779 181 361,027 47 40,702 27 99,996 68 127,775 79 c.4 
37 45,080 294 368,659 48 76,684 52 213,798 145 258,878 159 7.9 
38 76,215 498 228,669 30 74,063 50 148,701 101 224,916 138 7.4 

f € most part on the classification of the Department of Commerce (cf. New York Times, October 3, 1935, and footnote 7 above) 


es are in value terms, the effect of price declines since 1929 must not be overlooked in considering changes in physical volume 
r I P 
among other items, explosives, iron and steel scrap, motor trucks, and tracklaying tractors. 


The entire story is not told by the 
entries in Exhibit VI, however. If the 
reciprocal aspect of the program is 
successful, the share of the United 
States in the exports and imports of 
trade agreement countries should rise, 
relative to other countries.’ Accord- 
ingly, we must return to the type of 
comparison offered in earlier tables, 
wherein the changing competitive posi- 
tion of the United States is indicated. 


agreements to 18. 

9 To the extent that benefits are generalized to other 
countries under a most-favored nation clause, the 
effect of the agreements is not limited to the countries 
directly concerned. The commodities benefited by the 
agreements, however, tend to be those for which the 
United States is the major source of supply for each 
contracting country, and vice versa. 
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Exhibit VII offers such a comparison 
for the 14 countries with which agree- 
ments had been signed by the end of 
1936. Entries in the first column, for 
1935, may be taken to represent pre- 
agreement conditions. 
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agreement countries is shown by the 
figures, the evidence on exports to the 
United States is not so clear. It sug- 
gests, however, that our importance as 
a customer has not increased parallel to 
our importance as a seller, but rather 


EXHIBIT VI 
CHANGES IN Exports AND Imports,* Countries ‘with Wuicw Trape AGREEMENTS Have Been Sicw; 
1934-1938 
Percentage Change From 


' Preagreement Period 
Preagreement Period, ae 


Annual Average Average, 
1934-1935 Fiscal Years 
(Millions of dollars) 1936-1938 





Fiscal Year 
Direction of United States Trade 1937-1938 
Exports to: 
Trade agreement countries $ 757 +53.3% +66 
Nonagreement countries 1,451 +35.0 +47 
All countries 2,208 +41.3 +54 
Imports from: 
Trade agreement countries 774 +40.4 +26 
Nonagreement countries 1,077 +45.2 +28 
All countries 1,851 +43.2 27 


* Based on data presented in Commerce Reports, August 13, 1938, p. 712. Czechoslovakia, Ecuador, and Great Britain, with which agre 
ments were signed in 1938, are here classed with nonagreement countries. 


has remained stationary or even de- 


clined. A large drop in exports to the 
United States is recorded in 1938. 

A major defect of over-all com- 
parisons (as in Exhibits VI and VII 
arises from the fact that only a part 


The United States without question 
has gained an increasing share in the im- 
ports of agreement countries since the 
signing of the trade treaties. This ob- 
servation holds true even when Canada 
and France, the two largest countries in 

EXHIBIT VII 
SHARE OF THE UNITED States IN THE Exports AND Imports oF COUNTRIES WITH AND WITHOUT REcIPROCAL 
TrapvE AGREEMENTS,* 1935-1938 
Percentage of Total 


Imports Coming from the 
United States 


Percentage of Tota 
Exports Going to the 
United State: 





5 1936 1937 ; 35 1930 1937 
14 trade agreement countries 16.7 19.0 20.2 19.9 
Nonagreement countries 10.8 11.8 90.2 8.4 
Trade agreement countries less 
Canada 10:4 30.6. 52.9 
Canada and France BI.3 85.7 14:0 14.9 17.9 18.8 
* The trade of each area has been valued in terms of old gold United States dollars for purposes of analysis. Also it is assumed that expor 
of the United States to a given country may be used to measure the imports into that area and vice versa. Since transportation costs 


the boundaries of the country are thus excluded, the ratios are minima. 
No significance should be attached to the absolute level of the ratios, since the importance of the United States in the foreig 


different areas varies widely (see Exhibit IV). 


13 .6 16.0 16.3 


18.3 


the agreement group, are excluded from 
the comparison. While little significance 
attaches to the absolute level of the 
ratios of Exhibit VII, the change is 
important. Though a relatively greater 
increase in the share of imports of 


the trade with each country with w hic! 
a trade agreement has been signed 
directly affected by the agreement 


10 It has been argued, however (by Dr. F. W. Fetter 
in a discussion of a paper on “Effects of Recipro 
Trade Agreements” by Dr. E. Dana Durand, /ourne. 
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be benefited commodities, for which exports with that of commodities not 
-arifs have been reduced or “bound” so _ benefited (Exhibit VIII)."' No at- 
‘all quotas enlarged, vary from agree- tempt has been made to classify these 

nt to agreement. However, we may exports by destination, so that trade 


EXHIBIT VIII 
Exports oF ComMopiTieEs BENEFITING UNDER RECIPROCAL TRADE AGREEMENTS, 1929-1938 
(A: Benefited Articles; B: Other Articles) 
Percentage 

Percentages Change, 

of the Total, 1934-1935 to 
Commodity Groups 1934-1935 1929 ) ); ) 1938 1937-1938 
:| and Animal Products pakleeas 
68. 
31. 
31. 
68. 


23 
46 
29 
40 
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100 


g 100 
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63 
76 
35 
88 


37 
61 
47 
44 


57 
66 
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34 
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88. 
58 
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81 
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ers and wood. 
ton is excluded from this comparison. 
g machinery and vehicles. 


elect the more important commodities with both “agreement” and “non- 
which hindrances to trade have agreement” countries is combined. 
en lessened, and compare the re- The over-all comparison between the 


“ec 


nt movement in the volume of their recovery in “benefited” and “non- 





American Statistical Association, March, 1937, the Division of Foreign Tariffs, U. S. Bureau of 
2), that the easing of tariff restrictions on certain Foreign and Domestic Commerce (mimeographed). 
ts might well increase trade in products not so Tn selecting the commodities, the importance in the 

1, since general purchasing power would be total trade of the United States of the benefited article 
sed, as well as the degree of tariff reduction was considered. 
election of commodities for study has been The method of selection was arbitrary and admittedly 

ed by the compilation, Jmportant American inexact for the purpose, since a 50% reduction in 

' Products Benefiting from the Reciprocal Trade certain tariffs might result in a greater stimulus than 

Signed up to May 7, 1937, prepared by would a like reduction in the duty on other articles. 
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benefited” commodities shown at the 
foot of Exhibit VIII is, at first glance, 
strongly favorable to the thesis that the 
trade agreement policy has stimulated 
American exports. Both the “bene- 
fited” and “nonbenefited” groups 
suffered approximately the same de- 
pression decline in total export value 
from 1929 to 1933 and showed 
roughly the same degree of recovery 
for the first few years thereafter. 
Coincident with the application of the 
reciprocal agreement policy in 1935 and 
1936, however, the “benefited”’ group 
of commodities began to pull away 
from those not benefiting under the 
program. The increase in aggregate 
value of exports from the 1934-1935 
average (preagreement, for the most 
part) to the 1937-1938 average (post- 
agreement, for the most part) was 
59.5 % for the favored group, and 38.1% 
for those not favored. The evidence 
seems clear, but unfortunately closer 
inspection of the data for the various 
commodity groups throws some doubt 
on the validity of the over-all figures. 
Of all the groups of American exports 
directly benefited under the trade 
agreements reached thus far, the most 
important group is that made up 
of manufactured metal products. The 
tariff reductions and quota increases 
effected for this class of commodities 
are substantial, but more pertinent to 
the present consideration is the great 
importance of these articles in foreign 
trade. In the total of all benefited com- 
modities, those to be found in the metal 
2 [f we were dealing not with total exports, but with 
exports to agreement countries only, this statement 
might require modification. Moreover, the validity of 
this observation depends upon the identity of the 
“benefited” group. Wheat, cotton, and petroleum 


products, to mention three major items in total ex- 
ports, are included in trade agreements effected with a 
number of countries, but have not been classed as 
“*benefited”’ in our tabulation. The binding of a free 


. . s 
status or of a duty in effect prior to,the date of the 
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products group are by far the mos 
important when measured in terms of 


total exports.'? Over half (51.6%) , 


the total exports of “‘ benefited” een 
modities in 1934 and 1935 were in 
the machinery, automotive, and othe; 
vehicles group; an additional 12,3° 
were in the metals and other meta] 
manufactures group. Since it is in these 
metal products groupings that the 
greatest increase in volume of trade has 
taken place in recent years, this heayy 
weighting results in the larger increase 
for the group of benefited commodities 
noted in the totals of Exhibit VIII. 
That metal products have been favored 
by the trade agreements is possibly a 
reason why exports in this group have 


advanced rapidly, but in view of th 


wide amplitude of cyclical fluctuations 
in these industries, it is more probable 


that the relatively high rate of increas 
in exports is in large part the counter 
part of a relatively sharper depressi 


decline. The demand for war materia: 
has also swelled the exports of com- 


modities in the metal products group. 


An examination of exports by major 


subgroupings of the total gives a som 
what less favorable interpretation 
the possible beneficial effect of 


various agreements than does consid- 


eration of the total alone. In sever 
groups of exported commodities, th 
“benefited” portion advanced less fron 
1934-1935 to 1936-1937 than did t 


supposedly ‘‘unbenefited”’ portion; 1n 
pp ; I 


four groups “benefited”? commoditi 


showed the greater increases.'® 


agreement is not considered a stimulus t 
effects of which might be promptly noted. It 
be clear that a narrow interpretation of the 
“benefited” is here employed. 

13 The textile group comparison excludes 
factured cotton because it tends to dominat 
total. When included, the “‘unbenefited” tota 
a net decline for the periods compared, shift 
count to six against five for the “benefited” g1 











les 


I. 





It is evident from these bits of evi- 
lence on the record of trade with the 
ade agreement countries that the 
blem of analysis is not simple, and 
conflicting trends confuse the pic- 

re. The agreement program always 
but one element stimulating trade. 
rtain war materials, chiefly airplanes 
ind trucks, are included in the impor- 
nt machinery and vehicles group. Our 
rts in 1937 were heavily weighted 
foodstuffs brought into the country 
supplement the drought-diminished 
mestic supplies, and it is a probable 
quence that exports to such food- 
ing countries were also increased. 


\ 


War demands, drought conditions, and 


us other factors have influenced 
lisposition of our foreign trade as 
as have the trade agreements, and 
re is no way whereby the separate 
luence of each can be appraised. We 
nclude, however, that the bene- 
effects of the trade agreements 

ve not been great enough to domi- 
the statistical comparisons just 


made. There does seem to be evidence, 


wever, that this country’s share in 
trade of those countries with which 


agreements have been reached has in- 


reased under the new conditions. 


Summary and Conclusions 


Changes in the foreign trade of the 
ited States can be examined in 
ther of two ways: they may be ex- 
ined commodity by commodity and 
ry by country, or they may be 
tudied for their aggregate effect upon 
lume of foreign commerce. It is 
econd of these approaches—that 
locusing attention on the totals— 
at has been taken in the preceding 
nalysis. The conclusions of this study 
be summarized as follows: 
|. The aggregate volume of foreign 
le of the United States has not re- 
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gained its pre-depression level. When 
measured in value terms the total is 
far from the 1929 peak, and when 
adjusted for the change in the gold 
content of the dollar (as is done for 
comparative purposes in the League 
of Nations current reports) the 1938 
total is less than one-third the 1929 
aggregate. 

2. Value comparisons are not ade- 
quate, and a truer picture is shown by 
the estimates of the physical quantity 
of foreign trade—estimates that indi- 
caie for exports and imports combined 
a 1929-1932 depression drop of 44% 
and subsequent recovery to 89% of the 
1929 level. This high level was reached 
in 1937; in 1938 the index fell to 76% 
of 1929. 

3. World commerce, like the com- 
merce of the United States, has not 
returned to 1929 levels. Although at 
first lagging behind the rate of re- 
covery in world commerce, in recent 
years American foreign trade has 
gained relatively as well as absolutely. 
Since the depression decline was the 
greater for American trade, the world 
aggregate is closer to pre-depression 
levels than is the trade of the United 
States. An estimate of the physical 
quantum of world commerce in 1937 
was 97% of the 1929 total; in 1938 the 
total was but 89% of 1929. 

4. In 1929 American trade com- 
prised 13.8% of aggregate world com- 
merce; in 1938 it was 10.8% of the 
total. The share of the United States 
in the commerce of different conti- 
nental regions has varied from year to 
year, but only in recent years has it 
shown any substantial increase. Only 
in our trade with Asia and Africa is 
this country’s share of total imports 
of any continental area greater than 
in 1929. Elsewhere the United States 
has lost ground that as yet has not been 
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regained. As a customer, the United many war materials; such measures ., 
States ranks higher than it didin 1929 have been presented show a sharp jp. 
only in Oceania. crease in the export of materials uset , 

5. Variation in the absorption by the for war purposes. 

United States of the exports of other 8. There is some evidence that 
countries depends largely on domestic Administration’s trade agreement pol. 
business conditions. In 1937 imports icy has contributed to the relative jp. 
into the United States were high DO- _ exense in the export trade of the United 
cause of the demand for industrial ma- gates, Comparison of the volume 
terials, and also because of a shortage 
of domestic food supplies. 

6. The United States’ share of world 
imports depends on a number of special 
influences. Of major importance in re- 
cent years are (1) foreign demand for 
materials useful for war purposes, (2) 
the reciprocal trade agreement policy 
of the United States. 

7. The export of war materials has 


exports to agreement and nonagree- 
ment countries discloses a greater in- 
crease in exports to the agreement 
countries. Moreover, this country 
share in the imports of those countri 
with which agreements have bee: 
reached has increased more rapi 
than has our share in the imports 

nonagreement countries. There is 
contributed greatly to the volume of _ Clear indication, however, that the 
exports from the United States in re- ports of commodities directly benefited 
cent years. It is not possible to define under the trade agreements have 
precisely the extent of such exports creased faster than exports of 
because of the possible peaceful use of benefited commodities. 











BY P. F. 


XCHANGE control restrictions 
are the means used today by a 
large number of countries to 
ipulate the exchange value of their 
ncies after the abandonment of 
gold standard.! The introduction 
f these restrictions may arise from 
he desire to offset an accumulated 
rable balance of trade, to ac- 
nulate foreign balances to meet 
igations abroad, to prevent further 
ines in or fluctuations of the value 
the currency, to protect remaining 
reserves, or simply to retaliate 
igainst trade and tariff restrictions of 
er countries. 
[he restrictions have served to 
tensify the already unhappy lot of the 
ter. To increased tariffs, reduced 
hasing power of foreign buyers, 


| increasing nationalistic sentiment, . 


‘re has been added the obstacle of 
hange controls. At best these con- 
ls mean simply less business as 
rtioned out by a government bureau. 


\t the worst, this smaller volume will 


accompanied by the impossibility of 
tting funds out of the country, and 


with no opportunity to utilize them 


vithin the country. The problems posed 
exchange control are probably the 
st acute that confront the export 
nanagers today. 
So often the restrictions take the 
m of arbitrary and even discrimina- 
decrees that it is difficult to view 
entire problem in its proper per- 
tive. To obtain such a perspective, 


the survey of Foreign Exchange Restrictions pub- 
y the Guaranty Trust Co. of New York on 


EXPORT MANAGEMENT AND EXCHANGE CONTROL 


A. PRANCE 


it is necessary to look at the develop- 
ment of the situation which made ex- 
change controls almost inevitable. An 
examination of these causes, beside pro- 
viding some justification for the courses 
that have been pursued, will indicate 
the problems that exist, and that will 
have to be overcome before the situa- 
tion, either in particular cases or in 
general, can improve. 


Causes of Exchange Controls 

It may be said that, in general, the 
causes of the introduction of exchange 
controls have been unsound conditions 
of trade and finance. These are matters 
ofinternational policy, and the ability of 
the individual countries to alter them 
is usually slight. With no means to 
change the situation, the problem for 
the governments was to control, so far 
as possible, the effects upon their econ- 
omies of the maladjustments existing. 
Often it was a choice between deprecia- 
tion and control. With the evils of 
depreciation still vividly in mind, con- 
trol was the usual choice. A recognition 
of these general causes emphasizes the 
impossibility of anticipating any early 
and easy solution. 

The specific reasons for the introduc- 
tion of exchange controls have been 
various. Probably the most important, 
as well as the most frequent, was the 
need to correct adverse balances of 
payments and stop depletion of finan- 
cial reserves. The seeming impossibility 
of increasing exports on short notice 
November 30, 1938, there were 39 countries listed as 
having exchange restrictions in iorce 
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meant the demand for foreign funds to 
pay for imports had to be reduced. 
Reduction could be secured either from 
depreciation or from control of imports, 
and usually the latter course was 
chosen. 

In addition to the specific control of 
imports that exchange control pro- 
vided, it furnished a useful instrument 
of government policy to achieve certain 
related ends. The most obvious of these 
was the control of capital movements, 
for once a currency is in a vulnerable 
position there is probably nothing that 
can decide its fate quicker than a flight 
of capital. 

Sometimes the end was one that in 
the eyes of the bankers might be con- 
sidered more legitimate, and that was 
the insurance of adequate foreign funds 
in order to service foreign debts, and 
sometimes also to provide for essential 
imports. The most recent instance of 
this was the case of New Zealand, where 
control was instituted only last Decem- 
ber. The preamble of the announcement 
in December, 1938, read in part as 
follows: 


With a view to conserving overseas funds 
so as to ensure that overseas debt serv- 
ices will be met, and that sufficient funds 
will be available for essential imports, 
regulations. .. .” 


It was seen that competition for ex- 
change, when there are inadequate 
reserves to support its value in terms 
of the local currency, can only mean 
an increased cost in terms of domestic 


currency for that exchange. Such an 


increase in governmental costs at this 
time, coupled with a declining and 
poorly backed currency, is an open 
invitation to rising prices and possibly 
2New Zealand Bureau of the Census, Monthly Ab- 
stract of Statistics, December, 1938, p. iii. 

3See Guaranty Trust Co. of New York, Foreign 


Exchange Restrictions, November 30, 1938, containing 


Harvard Business ‘Review 


inflation. The United States exporter 
as well as the New Zealanders would 
experience even greater difficulties 
under such circumstances than they 
do in the present situation. : 

Finally, the control of exchange ha: 
sometimes been introduced simply as 
a trade weapon by countries whose 
financial situations have not demanded 
drastic action. With the enormous dis- 
cretion that is allowed the government 
to determine how much of each article 
may be imported, the opportunity 
action directed against other countries 
is apparent. Exchange controls ha\ 
become an instrument of national policy, 
and in some cases the exchange diffi 
culties were rather the excuse than th 
real raison d’étre. Here was a weapon 
superior to tariffs, for tariffs required a 
positive statement as to the treatment 
of each country. How much superi 
it appeared, were the exchange restri 
tions which permitted an effective and 
flexible discrimination such as no ta 
could give. 


Forms of Exchange Control 


Exchange control in many different 
countries was introduced to meet p1 
lems as they arose. It is not surprising 
therefore, that there is no simple, cle 
cut description of the general form that 
it takes. Each country has placed er 
phasis on the various phases of contr 
best suited to meet the special problems 
existing.* Another reason why the tec! 
niques differ so much from place 
place is that exchange control is ra! 
an end in itself any longer. Usually 
closely tied up with national policy ai 
designed to fit in with the other gover! 
ment controls over trade. 
detailed information on every country known t 
exchange restrictions. Material there presented 
been used extensively as a background 


section of the paper. 











Even a description for an individual 
intry may easily be misleading. Ex- 
hange control is partly an instru- 
of expediency, and most often is 
died under extensive government 
sowers Which are exercised through 
lecrees. Under such conditions changes 
ma y be rapid, and with little or no 
tice. Control is rarely definite in its 
or constant in its application. 
[he simplest form of control is a 
blocking of foreign balances. All bal- 
es within a country must stay there 
ntil further notice unless enough pres- 
re is brought to bear to secure differ- 
‘nt treatment. Such a step has often 
the first move made to control 
exchange. Blocking of exchange is 
tisfactory as of a point of time, but it 
loes not provide any mechanism under 
ich trade might be expected to take 
place. Trade cannot be allowed to cease 
entirely, and so the next step is to 
vise a policy under which goods will 
move. In doing so, whether the govern- 
ment likes it or not, it is face to face 
with the necessity of reconciling the 
lemand for foreign exchange with the 
pply. For this purpose, it naturally 
sists upon having the supply of for- 
eign exchange under its control. 
In some cases little is done to control 
imports, except to put the requisition 
each exchange allotment at the 
ttom of the list, and let it wait its 
turn. Exporters in other countries soon 
get tired of this procedure, especially if 
the situation becomes worse and the 
delays longer. Imports are reduced, but 
haphazard way according to the 
nclination of the various exporters to 
e risks and the ability of the market 
stand higher prices to cover those 
Such an arrangement might or 
might not be accompanied by a plan 












































Overseas Trader, January, 1937, p. 2, for a dis- 
f this difficulty. 
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for the gradual payment of blocked 
balances. 

In other countries, such a policy was 
thought to lead to inevitable confusion 
and unnecessary friction, in addition 
to piling up embarrassing amounts of 
funds of other nationals. The obvious 
step then was to regulate imports, and 
more specifically than could be done 
through a tariff policy. Quantitative 
limits were established by countries 
and by products, and frequently a com- 
bination of the two to give a specified 
quantity of each product for each coun- 
try supplying that item. Within these 
quotas import licenses were given, and 
these licenses permitted an application 
for an exchange permit in order to 
secure payment in the exporting coun- 
try. Even in this area, however, there 
is every gradation of treatment. In 
certain countries, provided the imports 
are authorized, prompt settlement may 
be expected. In others, where estimates 
have been inaccurate, from either acci- 
dent or design, the item is put at the 
bottom of the list to wait its turn. In 
such cases the licenses do little more 
than make the item eligible for pay- 
ment abroad without in any way guar- 
anteeing it. Again, such plans may, or 
may not, be accompanied by arrange- 
ments for the liquidation of blocked 
amounts. 

To comply fully with the regulations 
in every detail in order to insure no 
unnecessary delay or loss is the only 
satisfactory way to do business, al- 
though such compliance is sometimes 
no easy matter. In practically all cases 
the proceeds of exports are rigidly con- 
trolled, and the funds are under the 
control of the government. When this 
is the case no free market exists, al- 
though a “black”? market is available. 
3ut to depend upon such an agency 
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to obtain the proceeds of legitimate 
trade is a hazardous proceeding indeed. 

Another difficulty which has as- 
sumed increasing importance within 
the last year is that exchange requisi- 
tions are no longer filled simply 
according to the total amount of ex- 
change available. In some cases an 
attempt has been made to introduce 
a bilateral basis for the allocation of 
exchange.® Of course there always has 
been a degree of bilateral treatment 
between two countries both of whose 
currencies had no recognized interna- 
tional value, but the most recent trend 
affects what might be called the in- 
ternational exchanges. Even though 
these bilateral agreements have not al- 


ways directly affected the United 


States, the making of such an agree- 
ment between two other countries is 
very likely to remove a certain volume 
of trade from the area of competition. 
The preferences that are created for 
this purpose may even be implemented 


by means of special taxes, such as cus- 
toms surtaxes, container Stamp taxes, 
internal revenue, and consumption or 
luxury taxes.® 

The close connection between ex- 
change control and these taxes, which 
are technically a part of trade policy, 
emphasizes how much exchange con- 
trol restrictions have ceased being a 
means merely of protecting the cur- 
rency, and have become a major part 
of national policy. 


Trading Risks 

Every successive measure of ex- 
change control intensifies the problem 
for the exporter as to the amount of 
risk he is justified in taking in order 
to stay in the market. If he is prepared 
Overseas Trader, October, 1935, p. 1427. 


’ American Manufacturers’ Export Association, Over- 
eas Trading Data, November 24, 1934, p. 1266. 
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to see most of his business slip away. 
then he is in a position to insist upon 
absolute safety, which would take the 
form of guaranteed dollar remittances. 
For the average trader such a choice 
does not exist, since it is essential] { 
the prosperity of the business as a 
whole to retain what export volume 
he can. Furthermore, in maintaining 
this volume rarely does the advantage 
exist of having a monopoly position 
where trade terms can be dictated. 
Rather the competition is excessive, 
and the exporter is fortunate who does 
not have to modify even his old terms 
to meet the accommodations offered 
by exporters of other lands. 

Another aspect of the problem whic! 
causes difficulty is the lack of perma- 
nence of many of the orders and restric 
tions. They are likely to change at an) 
time, and with little or no notice. Fo: 
any given situation it takes time 
work out a satisfactory policy, and 
to educate all agencies concerned as t 


+ 


the most efficient way of handling the 
business. Where regulations tend t 

change very often there is certainly a 
great deal of scope for the most capabli 
and efficient management in order t 

make the necessary adjustments in the 
most effective manner possible. 

Most exporters find that they have 
to fit their business into predetermined 
quotas. These quotas may be allocated 
for a given country or for a given pr 
uct, and in some cases for a given p! 
uct from a given country. For 
individual exporter the problem exists 
of obtaining the maximum share in 
quota. Usually the ostensible basis | 
the allocation is the relative volum 
of business for some period in the past 


t 


ties of competition are circumscribé 
If this is not rigidly followed, 
possibility of securing an adequa 














. in the quota might well depend 
ich upon political machinations as 
, the quality and cheapness of the 





[he question of internal prices in 
importing country is one that often 
;. If we take the relatively simple 
nple of a country experiencing ex- 
- difficulty because of a drop in 
nmodity prices, it is apparent that 
maintenance of the artificial ex- 
nge rate only serves to accentuate 
ternal price difficulties. If returns to 
icers are being translated at the 
rate, and if the drop in price 
sufficient to cause exchange difh- 
ties, there has undoubtedly arisen 
evere internal deflationary move- 
of prices and incomes. The 
ed States exporter may flatter him- 
‘ that with the exchange rate main- 
ned, the local price of his product 
s remained unchanged. Nevertheless 
al price may be just as much out 
ine with current purchasing power 
t would if the currency had depre- 
ited while the dollar prices remained 
nchanged. There is always in such 
umstances a strong likelihood that 
changed conditions have created 
acute merchandising problem, but 
this problem has been somewhat 
‘ured by the stability of the ex- 
nge rate. 
When abrupt changes in trade are 
omplished by means of government 
rees, problems always arise from 
ntractual obligations previously un- 
iertaken. As a matter of practice the 
rice obligation is likely to introduce 
difficulties with exchange control 
intaining the rate than if the cur- 
should depreciate. But how 
1 an exporter act even if he has 
racted to supply goods at a dollar 



























Trade Journal and Export World, March, 


$3. In this issue there is a discussion of con- 
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price and exchange restrictions are in- 
troduced? If there is a belief that difh- 
culty will be experienced in getting 
payment, there is a great temptation 
to seek ways of voiding the contract. 
Regarded from a long-run viewpoint, 
such a business policy might not be 
sound. Nevertheless, it takes much will 
power to continue shipping goods when 
the payment prospects are obscured. 

Possible relief can come from two 
sources. First, the government of the 
importing country will cut down the 
contract and force the importer to ob- 
tain the necessary permits. Second, 
provisions can be inserted in the con- 
tract which make express provisions 
for such a situation. Yet the problem 
of how to act and when to act must 
always arise. Satisfactory trading rela- 
tionships are not built up by arbitrary 
actions guided entirely by self-interest. 
Even self-interest as to future business 
would no doubt dictate that whatever 
possible should be done to help the 
importer, whose position is probably 
even more difficult than that of the 
respective exporters. 

The consignment method of doing 
business is particularly adapted to some 
classes of foreign trade, as it is a means 
to avoid the delays that the intervening 
distances often impose. These consign- 
ments pose a serious problem when 
exchange control interferes with the 
normal trading relationship.’ Techni- 
cally the consignee is not responsible for 
payment until he sells the goods. When 
months may elapse between shipment 
and sale, and exchange control is in 
force, the risks involved in relying upon 
obtaining settlement under whatever 
restrictions are in effect several months 
from the date of shipment are enor- 
mous. Yet if the nature of the business 


signment problems, and much of my discussion of this 
topic is based upon material there presented. 
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previously demanded that consignment 
stocks be carried, then the advent of 
exchange control will alter this neces- 
sity not at all. In fact the investment in 
the market may even be so great that to 
discontinue business, which the with- 
drawal of stocks might entail, would 
mean more loss than any possible loss 
on a consignment shipment. 

The tendency now is to handle con- 
signments more along the lines of regu- 
lar sales. The consignee obtains an 
import permit as though the shipment 
were a sale. On receipt of the goods an 
exchange requisition is issued which 
allows the entire amount to be put on 
the waiting list for exchange allocation. 
Arrangements can be made so that the 
consignee makes payment only in the 
regular way as the stock is depleted. 
Cooperation of a local financial house 
may also be required here. 

Any movements along the lines of 
new bilateral agreements must be 
closely watched, since they might fore- 
shadow further difficulties or improve- 
ments as to American trade with either 
country, and also might offer oppor- 
tunities to improve the American ex- 
porter’s position. A typical instance of 
this has occurred as between the United 
States, Great Britain, and Argentina. 
The latter country has lately tended 
to favor trade with Great Britain at 
the expense of trade with the United 
States.* For the American exporter who 
has facilities in Great Britain, a bi- 
lateral agreement between that coun- 
try and Argentina (or even a move in 
that direction) may enable him to enter 
the Argentine market with a British- 
made product on even more favorable 
terms than he was previously able to 


8 News items have been appearing frequently since the 
first announcement as published in the New York 
Times, February 16, 1939, p. 6. 

Paul Einzig, Exchange Control (London: Macmillan 


enter with the American product. |; 
this connection the situation is closel, 
related to tariff arrangements. It jlJys- 
trates how foreign trade, to be profit- 
able, must be the constant center 

effective management decisions, prob- 
ably even more so than in the past. 


Financial Risks 


The chief financial problems now fac- 
ing exporters relate to blocked funds. 
So far as current items are concern 
the risk is more or less known when thy 
credit is advanced. Technically the ; 
rent balance is not blocked, but merely 
awaits allocation of the exchange whic! 
was implicitly promised when thx 
port permit was issued. The extent 
the ensuing delay can be estimated 
from the experience of other exporters 
to that particular country. Block 
funds have arisen chiefly from tw 
causes: amounts blocked in the country 
at the time restrictions went into effect 
and cash balances that have arisen 
subsequently from transactions withit 
the country, and for which no provis! 
has been made in the control schem« 
as devised for that country. 

The fact that the money is blocked i: 
hardship enough, but the situation | 
made worse by the restrictions that ar 
often placed upon the use of the fu 
within the country.’ Frequently 
amounts are not allowed to be invest 
locally either in plants for the com- 
pany’s own use or in securities of ot! 
concerns. Even in cases where invest 
ment is permitted, the exporter n 
have to proceed very carefully in order 
to avoid laying himself open to n 
taxes.'!° Where no obstacles exist, the 
hope that conditions may eventual], 


and Co., 1934), ch. 12, “Blocked Accounts,” 
good account of this situation. 
10 Overseas Trader, November, 1935, p. 1448. 











mprove might prevent the exporter 
ym being willing to tie up the funds in 
ng-term items. 

In some cases no use whatever of the 

is is permitted, not even the pay- 
f local bills incurred in connec- 

n with the business.'! This is most 
lecidedly arbitrary and unjust, and is 

viously either a cloak to attract 
-emittances of foreign funds in order to 

such bills, or a pressure upon the 
take the amount out in 
nwanted goods, technically known as 
additional exports.'* 

Often a free market exists, although 
ess frequently is this official. Such 
markets offer a possible outlet for funds 

in emergency, but with the usual 
irity between the official and un- 

ial rates a substantial loss is the 

It usually appears to be more 
rofitable to wait, and hope to obtain 
full value eventually. This problem 

ist of course be related to the work- 
ng capital position of the exporter, for 
m the involuntary tying up of 
‘unds abroad may be a serious matter. 

\nother problem that is posed con- 

ns previous credit ratings.'* While 

internal solvency of the debtor may 
more open to question than previ- 
isly, his ability to achieve satisfac- 

y dollar settlement may have been 
rreatly impaired. All credit opinions 

to be revised from this angle. 
While exchange control may affect the 
ing, if depreciation were to eventu- 
ite, the actual solvency of the debtor 
ight be undermined. For this reason 
imminence of the degeneration of 


<r 6S 





rican Manufacturers’ Export Association, op. 
1266. 

teresting example of this occurred in 1936. 

e Standard Oil Company of New Jersey then re- 

Vew York Times, June 3, 1936, p. 31) that it 

ined a supply of mouth organs sufficient to 

every boy in the United States at least two. The 

rgans had been purchased with the proceeds 
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control into depreciation should always 
be weighed. The integrity of local 
buyers, even those whose assets are 
sound, needs to be more carefully ex- 
amined. Often there are loopholes in 
their own legislation whereby debts 
owing to foreign sellers, for which ex- 
change requisitions are supposed to be 
obtained, may be discharged in local 
blocked currency at the official rate of 
exchange, contract provisions to the con- 
trary notwithstanding.'4 Sometimes the 
step is actually encouraged or even 
ordered by the government, and for the 
exporter serves to increase the problem 
of blocked exchange.'® 

Finally in the financial picture there 
is the problem of accounting.!* How are 
holdings of property or blocked ex- 
change to be shown in the balance sheet 
of the American company? Should the 
exchange, for instance, be carried at its 
official value in terms of United States 
currency, at its actual market value as 
estimated, or does conservative treat- 
ment require the carrying of the item at 
a merely nominal sum? Also, in the 
event that any business is carried on 
in a foreign country and profits are 
blocked, how should any profit be 
shown? Should it be shown at all, and 
if so, at what figure? There is no simple 
answer to these questions, but the mere 
posing of them serves to illustrate the 
extent of the problem that exists. 





























The Future 


Possible Sources of Aid for the Ex- 
porter. Largely in recognition of the 
fact that exchange control and tariff 












from oil shipped to Germany. The same report stated 
that the Standard Oil Company had also been able to 
buy some of its tankers in Germany on the same basis 
13 Querseas Trader, November, 1935, p. 1448. 

14 Tbid. See also Guaranty Trust Company of New 
York, op. cit. 

16 Paul Einzig, op. cit., p. 125. 

16 Overseas Trader, October, 1935, p. 1427. 
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schemes have thrown the control of 
foreign trade into the hands of govern- 
ments, Great Britain, not so long 
ago, extended its guarantee of export 
credits to embrace insurance against loss 
on exchange transfer.'? The guarantee 
is organized on a regular insurance basis 
with premiums being paid. The scheme 
covers exchange transfers from most 
countries of the world, although in each 
case a specified period of time has to 
elapse before the guarantee becomes 
effective. The scheme has received fa- 
vorable acceptance among exporters, 
and its adoption in this country ranks 
as a hopeful possibility. Particularly in 
the case of England, where even the 
value of the domestic currency is under 
control, the undertaking by the same 
authorities to guarantee approved ex- 
change credits is a logical step. 

In individual cases, international 
loans may render a service to exporters. 
The instance of the United States loan 
to Brazil is a recent case in point.'8 
According to the announcement at the 
time Brazil intends to use the fund to 
stabilize the milreis.1* While the Bank 
of Brazil will still insist upon receiving 
30% of all remittances from abroad, 
the other 70% will be free of restriction, 
and will enable holders of blocked funds 
to get them out at not too great a 
sacrifice. The loan, while a boon to 
those concerned, should not be accepted 
for anything more than what it really 
is, namely, a temporary stopgap in an 
economic structure which is unsound 
as long as the primary products of 
Brazil, cotton and coffee, are so low in 
price. Nothing has been done to modify 
the factors that brought about Brazil’s 
plight, and the loan can hardly be justi- 
fied on the basis that it will tide over a 

FE. C. Adams, “Export Credit Guarantees,” British 
Trade Journal and Export World, February, 1939, 


p. 20. 
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difficult period unless something differ. 
ent is in prospect in the future. For 


exporters from the United States ther 


e 


is promise of more rapid settlement 0; 
balances falling due, but if this drains 


away the newly obtained funds, condi 


tions will slip back to those existin 


before the loan. If the funds are nos 
allowed to leave the country again. 
then for exporters the situation, except 


for immediate reactions, will be 


changed. Loans of this sort offer little 


promise of a permanent solution fro: 
an economic standpoint. 


The intervention of the United State 


government to secure a relaxation of 


the restrictions on the purchase of goox 


in debtor countries may help in certain 


i 


cases. In view of the present attitude of 
the government, however, little can be 


expected in the way of bilateral conces 
sions, since any effort in such a direc- 


tion would be diametrically opposed t 


Mr. Hull’s multilateral ideas. For th 


same reason, any move in the form 


exchange clearing is out of the ques- 


tion, for this is really nothing m 


than a bilateral treatment of exchang 
commitments. Probably in the long 


run the lack of encouragement to suc! 


efforts will be recognized as the sound 


est policy. In the meantime the lot 
the American exporter may be m 


difficult because of the lack of gover! 


ment support. 


The General Outlook. The general 
look in the exchange control field is 
very bright. For the individual 
porter, often torn between the desir 
retire from the field because of th« 
and trouble involved and the desi 


utilize so far as possible the goodwi 


and investments established in va! 


18 See discussions of the various aspects of this | 
the New York Times, March 12, 1939, p- E2 and} 
8 New York Times, April 11, 1939, P- 39- 











in the past, there may be 
ope along the lines of the action 
British government. More than 
fore in recent times trade and 
ve have become instruments 
nal policy. It is unfair to expect 
rters, individually, to carry the ab- 
| risks which are now present in 
trade largely as a result of 
vernment actions. It is not incon- 
ble that the actual exports of the 
States will become a matter 
irect government concern because 
steps already taken in certain 
untries, effective competition 
which may be of vital strategic 

; well as economic importance. 
Control may be thought of as result- 
m two main causes: first, a 
|justment of world trade and lend- 
nd second, the growing national- 
spirit, in the promotion of which 
hange control is an effective weapon. 
may be possible to look forward in 
long run to freer trade as the mal- 
justments are gradually eliminated. 
wever, after viewing the extent to 
h the world is already committed 
nationalistic schemes, such an elimi- 
n cannot but be very gradual in- 
|. Nevertheless, an improvement in 
le relations would lessen the pres- 
which have already given such an 

etus to nationalism. 

ven granted somewhat freer trade, 
tal removal of exchange controls, 
r now or in the near future, seems 
nceivable.*° It is the opinion of 
authorities that some form of 
| will be permanent, particularly 
exchange intervention, foreign 
nding, and the trade in luxuries. As a 
tter of fact the permanent stabiliza- 
of the exchanges seems as far away 
ever, and possibly it is not intended 


































Kinzig, op. cit., p. 186; also J. H. Jones, 
inge Control,” The Accountant, August 21, 
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to stabilize them, but to have them 
under government control with coor- 
dination of aims as between the dif- 
ferent countries. The recognition of 
this possibility indicates how likely 
exchange control is to remain with us, 
even if in a modified form, and how 
likely export trade is to come under 
even closer supervision by the govern- 
ment as its potency in foreign policy is 
more clearly recognized. Such a trend 
appears to be inevitable in my opinion, 
although not without its compensa- 
tions for the individual exporters who, 
struggling as individuals and as pawns 
in the game of international politics, 
will be relieved of their difficult roles 
of securing returns for their goods. 

There is little danger that foreign 
trade will tend to diminish over a long 
period. Possibly there is too much 
popular thinking based upon belief that 
foreign trade is a luxury, whereas it is a 
necessity. Yet strategy and nationalis- 
tic motives are consistently diminishing 
the economic benefits, and leaving the 
world worse off than before. More- 
over, through the creation of vested 
interests, the return to more normal 
conditions is being made increasingly 
difficult. 


Einzig, writing in 1934, said that: 


Human nature being what it is, after the 
present regime of excessive interference 
with the freedom of exchanges there is 
bound to be a general desire for the restora- 
tion of the highest possible degree of 
freedom.?! 


Although Einzig himself may have re- 
vised this view by now, it still seems to 
be the general view that the present 
times are “‘extraordinary,” and that a 
return to more “‘normal” conditions 


1937, P- 244. 
21 Paul Ejinzig, op. cit., p. 194. 
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will come sooner or later. I venture to 
disagree with this attitude, because it is 
my belief that growing nationalism is 
not a temporary but a permanent phe- 
nomenon, so far as this generation is 
concerned, and that strategic consider- 
ations will constantly overshadow eco- 
nomic ones. While foreign trade will be 
necessary, and will continue and prob- 
ably increase, it will always be sub- 
ordinated to these other aims. Exchange 
control, as an effective instrument of 
policy toward this end, we may expect 
to stay with us, even though the origi- 
nal necessity which caused its institu- 
tion is no longer a problem. 

The export manager, I think, may 
anticipate some encouragement to trade 
in the future and a relaxation of purely 
exchange restrictions, but a continuing 


intense utilization of the present meth. 
ods of exchange control by foreio; 
governments to implement nation, 
policy. There is also the strong likelj. 
hood that such controls by foreig; 
governments will to a gradually 
creasing extent be matched by a groy, 
ing control over trade by the gover; 
ment of this country. Foreign trade ; 
no longer simply a profitable outlet fo; 
American manufacturers, but an 
strument of national policy, and 
interest of the government may ly 
expected to increase accordingly. |; 
the meantime the new problems that 
have arisen and will continue to ; 
will demand increasingly effective man- 
agement action if a profit is 

sult from the sale of goods to ot! 
countries. 





FRENCH MOTION PICTURES IN THE UNITED STATES 





BY JEROME A. SIEGEL 


HE recent success of the motion 
picture “ Mayerling, 

to have obtained gross receipts 

ver $1,000,000, is a striking example 
popularity French motion pic- 
have achieved in America. This 
ilarity is not a phenomenon accom- 
ed overnight, but is concrete evi- 

e that the French film industry has 
le great progress toward the goal for 
it has been striving for many 

irs. A better understanding of this 
tement may be obtained by consid- 
the French film industry as it was 


n Development 
slow development of the French 
icture industry until recently 
caused primarily by the lack of 
exhibition. In 1930, for in- 
, there were only 522 theaters in 
nce which had facilities for exhibit- 
ound and talking pictures. 
limited facilities 
production of sound pic- 
was extremely small. The sound 
| talking picture had not as yet cap- 
| the fancy of the public, for it was 
timated that, in 1930, only 8%? of 
french people had ever witnessed 
ind motion picture. At this time 
concentrated 
of two large companies, the 
Vatan and the Gaumont Franco 


sf 


number of theaters 
sound had 


ily Year Book, 1935, p. 1050. 
given by Henry Siegel, exhibitor of French 





an increase of approximately 600%. 
Furthermore, by this time 30% of the 
population had witnessed a sound mo- 
tion picture. There were two primary 
reasons for this growth in attendance: 
the higher quality American pictures 
shown in France and the improvement 
in French production. Also by this time 
the Pathee Natan and Gaumont Franco 
Film Aubert were no longer in business, 
and production was left in the hands of 
numerous small producers. This situa- 
tion was inevitable since the limited 
market for French films, confined to a 
French speaking population, made the 
existence of a large-scale producing 
company impossible. Potential profits 
were thus limited, and the competition 
of American pictures was so severe 
that few French films were financially 
successful. 

The French Government, in an at- 
tempt to aid the French producers by 
restricting the importation of American 
films, put in effect on June 26, 1934, its 
most stringent law‘ on foreign pictures. 
The main provisions were: 


(1) Only 94 dubbed? films could be re- 
leased in France during the six-month pe- 
riod from the date of the decree. (It may 
be noted that 70 were permitted each six 
months under earlier regulations; the new 
figure, however, did not represent an in- 
crease because, in addition to the 140 
dubbed films permitted during the last cin- 
ema year, 88 foreign films had been regis- 
tered at the censor’s office before July 1, 
1933, as films to be dubbed, and were 
§ A dubbed film is one in which the original language 
has been converted into the language of the country 
in which the picture is being shown. This conversion 
may be accomplished by means of titles or sound 
records, 
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granted visas when completed. These were 
not included in the limitation number of 
140. Accordingly the new total of 94 was 
slightly less than one-half the figure effec- 
permitted during the preceding 
cinema year.) 

(2) Foreign films in the original version 
could be shown in public in five cinema 
houses in Paris, and ten in the provinces, 
but derogations to this limit could be 
Minister of National 


tively 


accorded by the 
Education. 


Although not actually included in 
the regulations, an increase of 100% in 
the import duties on films was an- 
nounced by the customs authorities on 
June 27, 1934, a month before the film 
regulations were issued. 

These regulations so limited the 
American films in France that exhib- 
itors were forced to depend more on 
French pictures than ever before. As a 
result, the producer was assured a cer- 
tain minimum of distribution. Produc- 
tion was encouraged. The new output 
did not take the form of expensive pic- 
tures, because the small French market 
did not represent large enough poten- 
tial profits to warrant a large invest- 
ment in any one picture. The small 
margin between profit and loss in 
French production resulted in great 
care being taken with each sequence. 
The quality of the acting and direction 
reached much higher standards. 

Financing became a major problem 
for the many small producers. Lack of 
success of French films in the past did 
not encourage the investment of capital 
in an industry in which chances for 
profit were small and risk was great. 
It was a common situation for a picture 
to be made with mortgaged film, and 
with players whose salary was prom- 
ised. The problem of obtaining actors 
and directors was also acute. As soon 
as an actor or director indicated prom- 
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ise, or achieved a measure of publicity 
he was attracted to Hollywood by th. 
offer of a large salary. Maurice Chey aI. 
ier, Charles Boyer, Ferdinand Gra, 
and, more recently, Danielle Darr, Me 
are examples of this movement, ‘| 
French producers did not have 

financial resources to match the hic 
salary offers. They attempted to mee: 
this situation in various ways. One wa 
to appeal to the patriotism of the act 
to point out that it was the duty 
every Frenchman to help maintain th 
prestige of the nation; another, to sig; 
all stars who showed promise to lo: 
term contracts, at flexible salary 

ures. Despite the adoption of t! 
measures, however, the problem of 
taining stars remained a serious on 


Appearance of French Films in Amer 
In 1934, French pictures began 
appear in America for the first time 
noticeable quantity. Earlier ther 
been an occasional showing of an 
ceptionally fine French film. The | 
tures were shown in the “art theaters, 
located for the most part in large citi 
(see Exhibit I). These theaters wer 
patronized by more discriminating 
diences, and, interestingly enough, 
the direct antithesis of the averag 
American movie house. The tend 
in the design of American theaters 
this time was toward large auditoriun 
typically seating over 1,000 people. | 
art theaters, on the other hand, we: 
smaller, usually seating about 500, 
charged higher admission prices. It » 
not unusual for coffee to be served 
an intimate lounge; and many 0! 
theaters had added features, such 
French lessons, ping pong, dancing, 
games, all at no extra charge.® 1! 
gram was usually shorter than that 


6An example is the Little Carnegie P! 
New York City. 
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egular theaters, with the single 
- principle used exclusively. Pro- 
changes were not too frequent, 

taking place about every two 


EXHIBIT I 
EXHIBITING FRENCH FILMS IN THE 
Unirep STATES, 1937 
Location of Theater 

Ames, Iowa 
Chicago, Illinois 
Chicago, Illinois 
Cleveland, Ohio 
Denver, Colorado 
Denver, Colorado 
Greenwich, Connecticut 
Los Angeles, California 
Milwaukee, Wisconsin 
Minneapolis, Minnesota 
New Orleans, Louisiana 
New York City 
New York City 
e Playhouse New York City 
New York City 
New York City 
New York City 
Philadelphia, Pennsylvania 
Pittsburgh, Pennsylvania 
St. Paul, Minnesota 
San Francisco, California 
Washington, D. C. 
This list does not include theaters showing an 
nal French film. 

Votion Picture Herald, April 16, 1938, excerpt 

le listing theaters showing foreign films of 


Vame of Theater 


street Playhouse 


Distribution of the foreign films was 
the hands of many individuals. The 
al procedure was for a distributor 
visit France, examine several hun- 
d films, and bring back those which 
thought would succeed in America. 
re has been no tax on foreign film 
ight into this country, exclusive 
the duty on the original. The dis- 
butor was allowed to hold the film 
iand for 60 days without paying 
luty, during which time he made 
tact with those persons whom he 
ved to be potential exhibitors. At 
time these potential customers 
‘almost exclusively the proprietors 
e art theaters. If it did not appear 
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that the film could be sold, the dis- 
tributor returned it to the customs 
officials, got back his bond, and shipped 
the picture back to France. If a sale 
was possible, he paid the tariff of 3 
cents per linear foot on the film. He 
could have as many prints made as 
desired without paying any additional 
duty. 

The offices of these distributors were 
very small, consisting in the main of a 
telephone and a desk. They were recog- 
nized by the exhibitors of foreign films, 
and when the former needed a picture, 
they called on the distributors to de- 
termine what was available. The profit 
margin upon which the distributors 
operated was very small, but the risk 
was not great because little money was 
spent until a sale was assured. No dis- 
tribution on a large scale was attempted 
because there were not enough good 
foreign films made each year to war- 
rant the formation of a large distribu- 
tive system. Profit margin was so small 
that overhead charges would be too 
heavy to be borne, and there were too 
few theaters willing to exhibit the 
pictures. 

Development of New Factors 

This, then, was the situation in 1934, 
and the next year saw comparatively 
little change. In 1936, however, several 
new factors made it possible for more 
French films to be shown in America 
then ever before. 

Fully to understand the reasons for 
the increased success of French films, 
it is necessary to examine the peculiar 
position in which the American film 
producer found himself. As a result of 
the large organizations which American 
producers have established, the Ameri- 
can picture must have extensive dis- 
tribution for financial success. It must 
possess a universal appeal. In addition, 
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it must not contain subject matter of- 
fensive to any race or nation, because 
of the danger of reducing sales. There- 
fore, subjects concerned with political 
questions of the day are forbidden, as 
are problems of race and religion. This 
leaves a limited range of subjects for 
the bases of pictures. Also, since the 
picture must appeal to all mental levels 
if wide distribution is to be achieved, 
it must be geared to the comprehension 
of the masses. These factors had the 
effect of forcing more discriminating 
audiences to turn to foreign films for 
variety and perhaps a more frank treat- 
ment of subject matter. 

Until 1936, audiences had found the 
qualities that were lacking in American 
pictures present in German produc- 
tions. Such films consequently had en- 
joyed great success here. By that year, 
however, the increasing American hos- 
tility to the Hitler regime reduced the 
popularity of German films, and dis- 
tributors were forced to look to the 
films of another country to retain their 
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in America of these French films 
creased tremendously. 


Heretofore, the main obstacle in the 
path of French producers had beep 
the limited market in France. With ¢| 
recognition of the United States as 4 


vast untapped market, producers 
French pictures could 


that stars who before had gone 
Hollywood for large salaries could n 


be induced to stay in France. One 
fact, however, soon became eviden 
while there was a demand for French 


pictures in America, it was for 


pictures only. Thus, producers mad 


only two or three pictures a year 


concentrated on making them excellent 
One result was the formation of ** shoot 


ing units,’ which were composed 
g 


it 


spend mor 
money on each picture, with the resul 


+. 


tinuously of the same technical me: 


the same director, and often the sa 
actors. Together they acquired a 
markable degree of teamwork 
coordination. Furthermore, when it | 


came apparent that the 


rye 


Amer 1 1 


market was definitely open to g 
French pictures, financing became ea 
ier and the banks were more willing 
to lend money to producers. 


available market. Russian productions 


by this time were good, but contained 


too much propaganda to be palatable 
to the American taste. Italian films 
were unsatisfactory for the same rea- 
son. English and French pictures, on 
the other hand, became increasingly 
popular in the United States. English 
films, however, found a market through 
large American companies. For ex- 
ample, United Artists distributes pro- 
ductions of Alexander Korda and 
several other English companies. Twen- 
tieth-Century Fox is the distributor for 
3ritish Gaumont pictures, and almost 
all the large producing units in England 
have contracts with large American 
companies. Therefore, the distributors 
who formerly handled foreign pictures 
of other than British origin were forced 
to turn to French pictures. Exhibitions 


Problems Facing French Producer 
the American Market 


Several problems developed from t! 
attempt to gain a portion of the Ameri 
can market, the most acute of which 
was that of language. When fewer pic- 
tures had been shown, a large p 
centage of the audience had enoug: 
knowledge of French to understand | 
picture without the use of Engiis! 
titles. However, now that the produc 
were attempting to appeal to large! 
audiences, it became necessary to make 
the films intelligible to persons w! 
knew no French. There were two ways 
to do this: first, by dubbing Eng! 





































































nversation in place of the French, 


n expensive method that robbed the 


duction of much of its inherent 

rm; second, by flashing English titles 

, the screen to coincide with the ac- 

n. This latter has been the method 
ost commonly adopted. 

[he main task in putting titles on a 
icture is to interpret the French dia- 
sue and condense it. Only a limited 

is allowed to flash the title before 
ene changes. Therefore, only the 


enificant sentences can be repro- 


luced. The degree of action in the pic- 


determines the amount of dialogue 
titled. If there is much action, 
number of titles are few because 
leguate comprehension can be ob- 
ined from the motion on the screen. 
nversely, if there is little action and 
ess of the film depends upon an 
lerstanding of the conversation, a 
amount of the dialogue must be 
‘form of titles. In this situation, 
a large amount of conversation is 
roduced, it is important that the 
tles do not make up so much space 


if 


the screen that they interfere with 
vision of the audience. This often 
essitates a rather liberal transla- 


n of the original dialogue. This is 


xcellently illustrated in “Dr. Knock.” 


lowing is the literal translation of a 


ew lines taken from that picture: 


and then, he would always prescribe 


centimes’ worth of medicine. Some- 


times, just a tisane.? You can readily under- 


that people paying 8 francs for a 
iltation do not want to be prescribed 
ntimes’ worth of medicine. 

lhe spirit of this remark was caught 

the following title: 

He would always prescribe hot lemon- 
\nybody paying as much as 8 francs 


1¢ is a cheap decoction of herbs widely used in 


York Times, June 27, 1937, article by Ezra 
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for a consultation doesn’t like to get plain 
lemonade for a prescription.® 


Most titles are written by the dis- 
tributors, and very often the success of 
a picture is determined by the ade- 
quacy of the interpreted dialogue. 

Censorship in America also repre- 
sented a serious problem to the French 
producer. Moral rules in particular 
differ, and what is acceptable in France 
very often is forbidden in the United 
States. Censorship many times resulted 
in the complete disruption of the con- 
tinuity, and made the picture mean- 
ingless. Therefore, if French films were 
made for American exhibition, it was 
vital that the theme be acceptable to 
standards in the United States. 


Attitude of Hollywood 


It is pertinent to comment upon the 
attitude of Hollywood toward the in- 
creasing success of French films in this 
country. In 1937, 60% of the total 
revenue of American film producers 
came from the United States, and 40% 
came from sales in foreign countries.® 
Of the foreign sales it is a safe estimate 
that approximately 8% came from 
France. 

The success of French pictures in this 
country made for productions of better 
quality, which in turn may offer stiff 
competition to sales of American films 
in France. In this respect, the Hays 
office, which is the representative of 
the Motion Picture Producers and Dis- 
tributors of America, pointed out that 
French films do not offer real competi- 
tion to American pictures in France 
because the two are aiming at different 
portions of the French market. More- 
over, it was suggested that American 
the showing of 


producers welcome 


Goodman. 
®Estimate by Motion Picture Producers and Dis- 


tributors of America. 
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French pictures in the United States, 
or of all foreign films for that matter, 
because these films are laboratories for 
American producers. Many themes and 
techniques of portrayal not used in 
American films, either because they 
were not conceived, or because they 
were withheld in fear of possible poor 
customer reaction, are employed in 
French pictures. If they are successful, 
these themes and techniques are incor- 
porated into American pictures. A 
pertinent example of this is the trial 
by the beggars in the picture “M.” 
This scene was practically reproduced 
in the American picture “‘ This Modern 
Age,” with the substitution of high 
school students for beggars in the mass 
trial. ‘‘Caligary,” the horror film, is 
another example of technique first pre- 
sented in foreign films and then adopted 
by Hollywood. It is said that this 
technique has been reproduced in many 
Hollywood pictures in recent years. 
Most of the large American producing 
companies have men especially as- 
signed to the task of studying foreign 
pictures shown in this country for 
technique that may be adopted. 


Conclusion 

The years 1937 and 1938 have been 
the most lucrative for French films in 
America.” The many problems facing 
the French producers have been ap- 
proached with a new vigor, and while 
their complete solution has not been 
reached, nevertheless great strides have 
been made. ‘Mayerling,” of course, 
was the greatest success during this 
period, but other films, such as “‘Club 
Des Femmes,” “Un Carnet Du Bal,” 
and ‘“‘La Kermesse Heroique,” also 
achieved great popularity. During these 
two years, in the opinion of the writer, 
10 Statement based on information given by several 
distributors and exhibitors of French pictures. 


Hollywood was experiencing difficulty 
in producing good pictures. This, no 
doubt, accounted in great measure { 
the success of French pictures. “ Ma, 
erling” established a new preceden 
by being exhibited in theaters outsid; 
the ‘‘art group.” For the first time ; 
large chain of theaters, Loew’s, booked 
a French picture as a regular attraction, 
Its success immediately led other the 
aters to exhibit French films. The result 
of this is that no longer is the market 
for French pictures in America con- 
fined to the “‘art group,” but is now 
open to mass consumption. This suc 
cess, and the promise of even greater 
profits in the future, has led to definite 
developments in production, distribu 
tion, and exhibition, which may hav 
far-reaching consequences. 

From a production standpoint, th: 
success of “‘ Mayerling”’ and other pi 
tures has so aroused French producers 
over the potentialities of the America 
market that they are now aiming at 
the production of films that will ap- 
peal to Americans. Imitation of Holly- 
wood pictures, however, the writer fe 
is a serious error. The entire appeal 
French pictures is in their originality 
and uniqueness of expression. ‘hei 
success is caused partly by their tr 
ment of themes that Hollywood d 
not dare to touch; in their simp! 
films, the quaint charm and esoter! 
atmosphere created is in the main r 
sponsible for their popularity. Ii 1 
French attempt to imitate Hollyw 
pictures, they labor under insupera! 
difficulties because: 

(a) They have neither the financi 
resources nor the extraordinary talent 
to compete with Hollywood on an equa 
footing. 

(b) The entire appeal of French | 
tures is based upon supplying a qu: 
absent in American pictures, and 












jestroy this originality deliberately 

would be to remove the main cause 
uccess. 

[n the distribution field another seri- 
oroblem has arisen because, with 
much money being made on suc- 
sful French pictures, capital has 
n attracted to the distribution end 
‘the business. The enormous increase 
the demand for French pictures ex- 
-ssed itself first in the prices asked 

producers for their films. Since, as 
has been explained, the distribution 
confined to small organizations 
that operated on a narrow profit mar- 
the price increase, unless it could 
recouped from the exhibitor, almost 
eliminated the profit realized by the 
distributors. The great harm in this 
ituation is that the success of French 
pictures in this country has been 
ichieved in no small measure by the 
intelligent selection, by these men, of 
pictures to be shown. Furthermore, 
heir ability to add English titles has 
greatly facilitated comprehension by 
merican audiences. The reduction of 
rofits has caused several experienced 
listributors to cease operations, and 
the distributive system is somewhat 
lisorganized. 
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The exhibitors have likewise been 
forced to pay more for the French films. 
In certain cases this increase in price 
represented the profit of the exhibitor, 
and several theaters now exhibiting 
French pictures are considering discon- 
tinuing the showings. 

In the exhibition field several or- 
ganizations are attempting to show 
French pictures throughout their the- 
ater chains.!! The output of several 
French producers is to be purchased 
on an annual basis, and shown in the 
theater chains as regular attractions. 
The results are uncertain, since France 
may not be able to produce enough 
good pictures each year to supply a 
large distributive organization. Inorder 
to complete program schedules, pic- 
tures of poorer quality, which formerly 
would never have been shown in this 
country, may be exhibited and serve 
to weaken the good reputation the 
French pictures have established. In 
the long run, such a development, 
should it occur, would injure seriously 
the success of French pictures in the 
United States. 


11 One organization in particular is the Brandt chain 
in New York City, which operates approximately 
80 theaters. 





THE CONSUMER AND CONSUMPTION IN RECENT 
LITERATURE 


BY H. R. TOSDAL 


[THIN recent months the lit- considered and studied. The growing 

erature upon consumption interest in consumer problems, brough; 

and the consumer has begun about in part by business abuses and 
to make up a noticeable portion of the _ in part by developing standards of de- 
flow of books in economic and social sire for commodities unaccompanied by 
sciences. As has been pointed out else- corresponding increases in purchasing 
where,! economists were not at all sure power, tended further to encourage ex- 
that consumption should be dignified pression on the part of many who fo: 
by having a place in economics, al- one reason or another felt they had a 
though many economists have de-_ right to speak for the consumer. An 
clared consumption to be the end and occasional speech was followed by pr 
aim of economic production. Sociolo- | grams and institutes devoted to con- 
gists and social scientists, while inter- | sumer problems. Periodical literatur 
ested in consumption, have up to — grew rapidly in volume and scope unti! 
recently been inclined to follow the whole magazines and newspapers we: 
lead of Engel and Leplay in studying devoted to the consumer. 
patterns of consumption and _ stand- An occasional book was published 
ards of living in general outlines. Psy- during the 1920’s and the early 1930’ 
chologists, realizing that economic and ‘Then books began appearing mor 
social motives underlying consumption _—_ frequently, until today one who 
and the behavior of the consumer tempts to review recent books in th 
were largely psychological in char- _ field of the consumer and of consump- 
acter, touched phases of the problem _ tion finds himself confronted with 
in their investigations, but encoun- score or more of widely diverse typ 
tered so many difficulties that the These books constitute a response t 
progress made has been disappoint- several desires besides that of 
ingly slow. Occasional criticisms of _ lishers who want to publish books 1: 
business for alleged neglect of con- field of expanding public interest 
sumer interest appeared, sometimes Some of the books represent a resp: 
to the scientific need to explore a! 


the 


convincing and thought provoking 
because based in part upon incon- — study the consumer problem and to 
trovertible evidence of dishonest and desire to present soberly to the publ 
antisocial practices by businessmen. analyses of consumer problems. I! 
The Chase and Schlink book, Your most numerous group responds t 
Money’s Worth,? was certainly not the desire to train and influence the « 
first of such attacks, but it contributed sumer to be more intelligent; 
largely to the growing feeling of con- are intended for consumer courses in 
sumers that consumption needed to be secondary institutions and consume! 


me 


' Malcolm P. McNair and Howard T. Lewis, editors, Society,” by Harry R. Tosdal. 
Business and Modern Society. Cambridge: Harvard 2Stuart Chase and F. J. Schlink, Your Mone 


Univ ersity Press, 1938, Pp. 313-359, *'The Study Worth. New York: The Macmillan Company, 1927 
of Consumer Demand in Relation to Capitalistic 











others are intended for the 
ral consumer-reader. In a third or 
scellaneous group, which includes 

specialized treatments of topics 
‘nterest to the consumer, are also 
ks of the crusading type. 








neral Treatises 


U 






wo economic treatments of the 
nsumer and his position in the mod- 
economic structure represent the 

st serious and objective scientific 
discussions of the consumer. In The 
Consumer and the Economic Order, 
Professors Waite and Cassady* have 
ut to do precisely what the title 
the book implies. The volume— 







which is almost wholly a new book 
nd not a revision of Professor Waite’s 
ier work—attests both the increase 
the fund of knowledge about con- 
ption and the vast voids in that 
wledge. The authors devote chap- 

; to each of the important points at 
ich the consumer has contact with 
economic order—income, demand, 

, cost of living, monopoly. Other 
ipters are devoted to social aspects 
onsumption—consumer protection, 
family expenditures, consumption vari- 
tions. Broad discussions of population 
problems and the relationship of con- 
imer to national policy close the 
















ume. 

In the Vaile and Canoyer book‘ the 
emphasis is placed to a considerable 
extent upon the presentation and inter- 

ition of factual material which has 
me available in more recent years. 
Yet many of the topics are the same— 

i there is some overlapping with 
Waite in topics discussed and materials 
Warren C. Waite and Ralph Cassady, Jr., The 


Consumer and the Economic Order. New York: 
‘icGraw-Hill Book Company, Inc., 1939. 399 pp. 










*Koland S. Vaile and Helen G. Canoyer, Income and 
Consumption. New York: Henry Holt and Company, 
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used. Four chapters are devoted to 
description of the present economic 
order as it affects consumers; six chap- 
ters to present-day consumption, of 
which four deal with aspects of the 
capacity to consume and two with 
standard and plane of living; and four 
chapters with chances for improvement. 
In these last are discussed means of 
increasing real income, through special- 
ization and through more intelligent 
use of income. 

Here then are useful outlines of what 
and how the economist thinks about 
consumption and what economic theory 
has to offer to the study of consump- 
tion. They are sober, careful books 
written by persons versed in economic 
and social science and not unfamiliar 
with practical operation of the market- 
ing organization. The authors would be 
the first to agree that the treatments 
are not exhaustive; but they form a 
useful record and background for the 
social studies of consumption which 
must continue to be carried on if any 
of the gaps are to be filled. 

In a different catagory are two books 
upon the relationship of the consumer 
to the market. The fields covered by 
Dr. Reid’s® and Professor Coles’® books 
are almost identical, and the outlines 
are similar. Each has a series of chap- 
ters dealing with characteristics of 
consumers, another group of chapters 
dealing with general structure and 
functioning of the market, a _ third 
group dealing with retail stores. Some 
variation of outline appears in sub- 
sequent parts: Dr. Reid taking up costs 
and services, selling, standardization, 
pricing, and the way to a better mar- 


1938. 409 pp. $2.25. 
5 Margaret G. Reid, Consumers and the Market. New 


York: F. S. Crofts & Co., 1938. 598 pp. $3.75. 

6 Jessie V. Coles, The Consumer-Buyer and the Market. 
New York: John Wiley & Sons, Inc., 1938. 614 pp. 
$3.50. 
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ket system; Professor Coles dealing | Consumer-Buyer in Difficulty.” ana 
with credit for consumer-buyers, prices _ Part II, entitled “To the Rescue.” Cyn. . 
and price problems of consumer-buyers, sumer Goods—How to Know and U;, 
market devices as aids to consumer- Them is organized along consumer com- 
buyers, government aid and protection  modity lines. In style, both are neces. 


for consumer-buyers, and improving _ sarily simple and popular. 
the situation of the consumer-buyer. [he viewpoint of these books seems Mare 
In both, the material is logically organ- __ to be fairly presented in The Consumer ; 
ized; the authors have brought together Investigates which departs from the * 
: : . : : ; t¢ 
much material which should be in the commodity approach to deal with such 
hands of any student of the theory and topics as consumer and producer rela- se 
practice of consumption, although the _ tionships, money management, per- Sa 
discussions of market organizations and sonal loans, banking services, agencies 
their functions of retailing costs and aiding the consumer, housing invest- : 
service offer little beyond customary ment, and the like. 
treatment to be found in any one of ¢ ; 
several marketing texts. The viewpoint I “ap ge sags gga be busines 
: , : ; ook with disfavor upon any y taught 
of the authors, that of the social scien- Pag npsaeng tan sey 
rE? ; . young people which may enlighten then advi 
tist interested in the promotion of con- Riggs . 
apie gE OS. all is and perhaps result in more caution being \\ 
sume! weilare, 1S C aad ot most used in the spending of money. If . 
of the newer books in the field. schools were to accede to such views, i 
Education of the Consumer would be necessary to eliminate courses j 
5 i pee health and hygiene, accident preventio: 
Heading up the second group of con- and other such teachings of a beneti 
sumer books is the new edition of Food nature to society at large. . . . No well 
Buying and Our Markets by Monroe, _ intentioned person engaged in a legitimat wig 
Kyrk, and Stone.” Intended primarily business should fear any kind of educat 
for specialized courses in domestic sci- which enlightens the consumer. In fact | 
ence, the volume includes 11 chapters Should welcome it because in the f asi 
upon marketing institutions and poli- analysis it works to his advantage. 
iy REG Mam eA NES f Much of the criticism that has b 
cies and II upon various classes o ; 
directed against business by teacher 
foods. Several secondary school texts : P 
A ; 1 of which WI the government as well has been unfair 
ave likewise appeare l - ? rp ae : j os 
re ae wroaig © A-ha Fhe —_— nd [he criticism should have been directed ; 
You Buy by rilling, -berhart ane against the minority in business w! 
Nicholas,’ Consumer Goods—How to practices have been objectionable. 
Know and Use Them by Reich and “YN 
Siegler,? and The Consumer Investigates While the books just mentioned ma 
by ZuTavern and Bullock’ are prob- _ be useful for general reading by « 
ably fair samples. When You Buy pro- | sumers in addition to their useful: 
vides the student of high school age as texts for courses in colleges 
with a dramatized presentation of con- —_ secondary schools, some books recent 
sumer problems. Part I is titled “The have been intended for the gene! 
7Day Monroe, Hazel Kyrk, and Ursula Batchelder ® Edward Reich and Carlton John Siegler, Cor 
Stone, Food Buying and Our Markets. New York: M. Goods—How to Know and Use Them. New 
Barrows and Company, 1938. 440 pp. $3.00. American Book Company, 1937. 358 pp. $1.9! 
8 Mabel B. Trilling, FE. Kingman Eberhart, and 1 A. B. ZuTavern and A. FE. Bullock, The C 
Florence Williams Nicholas, When You Buy. New Investigates. Baltimore: The H. M. Rowe C 


York: J. B. Lippincott Company, 1938. 410 pp. $2.50. 1938. 536 pp. $2.00. 
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nsumer reader. There is, for instance, 
the book by Kay Austin, What Do 
You Want for $7.98?,"! which pre- 
ts a series of chapters upon various 
mmodities in which women are in- 
rerested, and Behind the Label by 
\largaret Dana,!* organized on much 
» same basis. Both are written in 
rightly style and present in sugar- 
ited fashion to the modern woman 
advice which appears to be generally 
sound. They appear not to be intended 
w-income groups but for those 
ps who want moderate and sizeable 
mes to go farther. Both are organ- 
| on a commodity basis; both are 
erficial, and are interesting largely 
use they depict one portion of the 
vice being given to women buyers. 
With the exception of the last two, 
of the books so far mentioned have 
n produced by teachers in schools, 
ges, and universities. When one 
ittempts an over-all appraisal, he is 
ick by the general fairness and 
berness of most of these volumes. 
(hey criticize business, it is true, but 
of that criticism is directed at 


oe 


abuses. The desire to make consumers 


re intelligent is commendable; its 
mplishment would be a boon to 
ness. But the task is an enormous 
; and the time required for making 
¢ great majority of consumers into 
iligent buyers is to be measured in 
ides, not in years. 
\leanwhile the economic order must 
nsume and produce. Those who pro- 
luce must sell; and those who consume 
t buy. A realistic understanding of 
isiness processes is necessary for 
gress in realization of social aims 
nsumers. Writers upon consumer 


Austin, What Do You Want for $7.98? New 
Carrick and Evans, Inc., 1938. 240 pp. $1.98. 
ret Dana, Behind the Label. Boston: Little, 


nd Company, 1938. 255 pp. $2.00. 





topics too often fail to realize the limi- 
tations which hamper those business- 
men whose own desires are clearly in 
sympathy with the long-run desires of 
the consumer group. If this literature 
presented dependable factual data as to 
what consumers now want and will 
want, rather than data and opinions 
upon what consumers have wanted or 
should want, the marketing executive 
would begin to have a much more 
desirable basis upon which to make his 
executive decisions. 

Business has as yet produced very 
little to fit into the consumer education 
picture; and in the list of consumer 
books at hand are volumes which are 
less significant than the work which 
retailers and manufacturers are doing 
in consumer education, both through 
their enterprises and through their asso- 
ciations. The small volume by Lazo and 
Bletz!* is a popular presentation of 
factual data regarding the costs of dis- 
tribution of food, with the avowed 
purpose of explaining to the consumer 
the numerous costs which the consumer 
food dollar covers. The advice given to 
consumers by them differs little from 
other advice given by the more conserv- 
ative consumer advocates—as might be 
expected if businessmen are farsighted 
enough to realize the long-run need for 
consumer satisfaction. The usefulness 
of factual information regarding busi- 
ness processes needs no argument. 


Books Advocating Consumer Action 


Two other books emanating from 
business may be mentioned. Both 
are superficial—they may be described 
as combinations of fact, opinion, and 
‘“‘Babsonisms.” The first of these, The 
13 Hector Lazo and M. H. Bletz, Who Gets Your Food 
Dollar? New York: Harper & Brothers, 1938. 144 pp. 
$1.25. 
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Folly of Instalment Buying, presents ers’ Front.” Such chapter titles , 
in popular form Mr. Babson’s views “Encourage Mass Productions,” “Rea, 
against installment selling.'* He advises _ the ‘ Keyed’ Advertising,” “Consumers 
consumers to reduce or refrain from Should Organize,” “Buy Merchandis. 
buying on installment terms; urges ing Shares,” ‘‘Watch for Fraud 
purchase only for cash and extends his Selling,” “Buy a Small and Mode; 
advice to cover government policy. He Home” indicate the types of advice | 
points out that although installment plans to give. Mr. Babson brings in } 
credit facilitated the growth of mass theory of business cycles, condem: 
production industries, costs are exces- __ the failure of the present system to giy 
sive. While many will agree with por- consumers what he thinks they sh 
tions of the argument, the distinction have, condemns certain abuses in s 
between installment selling and install- ing, urges the consumer to encourag 
ment buying seems to the reviewer to _ scientific research, goes even t 

be pertinent but insufficiently empha- _ point of advising that only paper tow 
sized. It is the high-pressure selling be used, and gives a formula for m 
practices which have grown up around — wash and dentifrice. It is not scientif 
installment terms which appear to be _ or complete in any respect. The volu: 
the chief cause of damage. The argu- is primarily a means for expressing 
ment as yet is not convincing that rambling form personal opinions of t] 
sharp selling practices must accompany authors, particularly the personal opi: 
installment terms. It is probable that ions of Mr. Babson. 

business or government must provide 
regulation and limitation along broad 
lines. But one hesitates to convert his 
own sense of values into definite advice 


It is particularly in the apprai 
of selling and advertising effort 1 
differences of opinion arise from diff 
ences of viewpoint and of factual ba 
ground. Writers, whether from busir 
academic, or other backgrounds, 
generally compelled to rely upon limit 
observation as buyers or sellers 
upon scattered data and opinion di 
rived from secondary sources. | 


to buyers whose valuations may prop- 
erly differ. 

Mr. Babson, together with Mr. Stone, 
covers a much broader ground in the 
volume entitled Consumer Protection.'® 
In the words of Mr. Babson: 


the present profit system may be study of the operation of the busin 
facing a death sentence unless something structure from the standpoint 
is done for the consumer. The men and difficulties and effort actually mad: 
women of America will not forever tolerate bring production and policies in 
such economic practices as destroying with consumer needs is customa: 
livestock, plowing under cotton, dumping not undertaken. Authors arrive at « 
milk in the gutter, burning grain, and 
systematically operating the plant below 


its full capacity. 


clusions before sufficient dependal 
and representative data are availal 

The appraisals of advertising and 

So in this volume his purpose is “to sup- selling practices, for instance, are us! 
ply a handbook of the whole Consum- ally based upon scattered instan 

14 Roger W. Babson, The Folly of Instalment Buying. 15 Roger W. Babson and C. N. Stone, Cons 

New York: Frederick A. Stokes Company, 1938. Protection—How It Can Be Secured. New 

Harper & Brothers, 1938. 215 pp. $2.50. 


200 pp. $1.50. 









‘ch indicate undeniably the presence 
buses which call for remedy. At the 
. time scattered instances do not 

. basis for determining the rela- 

nship of those abuses to the perform- 

f selling and advertising functions 

4s a whole; and it has seemed to the 

reviewer that appraisal should consider 
ortion as well as types. 

\s yet the facts are not available 

will permit of broad judgment. 

[r is unfortunate that conspicuous in- 
inces of abuse attract much more 
ttention and are apparently much 

re newsworthy than the continuous 
pectacular efforts of the business 
tizen to do a reasonably decent job 
in the limitations which his own 
ip and society have imposed. The 
tion of instances upon which to 
conclusions leads authors into 
ulties of conclusion which are at 
recognized, but at times not so 
y understood. One may elaborate 
point somewhat by selecting for 
mment a statement of Dr. Reid’s 
ich appears to be representative of 
attitude of a considerable number 
nsumer advocates, although not of 
the books here reviewed. 


Persuasive selling would not occur if 
imers, independently of ‘“‘advice” 
those with goods to sell, decided upon 

the exact goods desired and bought only 
or, if they were not available, de- 
ed for themselves what alternatives 

- acceptable. !® 


lo many a manufacturer that would 
“consummation devoutly to be 
ed.” The statement, however, is 
versimplification because it omits 
tact that the seller must make 
ions as to what to produce or 
ifacture sometimes months and at 


Pp. 279. 
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times years before the product is placed 
definitely before the retail customer for 
purchase. Dr. Reid goes on to point out 
some of the limitations of the consumer 
in the expression of his desires, but she 
does not point out consistently that 
with none of the techniques that busi- 
nessmen or psychologists have been 
able to devise is it possible with com- 
plete assurance to determine what the 
consumer will want. Failure to sell what 
the producer finally decides to make 
means loss for businessmen undoubt- 
edly, but it also means unemployment 
and loss to society. 

In these and many other treatments 
of consumer problems, the opinion oc- 
curs and recurs that informative selling 
and informative advertising are accept- 
able within limits, but that other ap- 
peals in advertising are not acceptable 
to the consumer. It appears that such 
assumptions are likely to be carelessly 
accepted because the writers in this 
field do not attempt to think a problem 
through to a conclusion. Unless a sys- 
tem of allotment is used to provide 
consumers with goods, sellers must vie 
with each other in presenting their 
wares to buyers under a competitive 
system, or consumers must approach 
numerous producers and sellers with 
a view to satisfying their wants. To an 
extent the latter alternative may and 
probably will be developed through 
cooperatives and other devices, if it is 
shown in fact that competitive business 
enterprises cannot satisfy the wants of 
consumers more satisfactorily than co- 
operatives. No reasonable person ob- 
jects to governmental and moral control 
which will eliminate fraud and mis- 
representation from the contacts of 
sellers with buyers. That the consumer 
has at times been injured by abuse of 
emotional appeals is fully admitted, but 
it is illogical to conclude therefrom that 
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only informational selling presentations _to a relatively small degree ration; 
are justifiable. We must recognize, first, The fact that in a competitive regime ;; 
that information cannot be given to is necessary to secure buying action if 
consumers for many articles of com- __ plants are to operate, if goods are to } 
merce which will be helpful in choice produced, and if consumers are to haye 
without introducing subjective factors. | purchasing power wherewith to satisfy: 
Consumer satisfaction is, at least in their wants, leads inevitably to 
part, subjective. Second, one need not conclusion that the use of emoti na 
labor the point that human action is to appeals to secure buying action is 

a very large extent emotional and only _ to be condemned offhand. 


CORRECTION 


In the article entitled “‘Costing Problems Posed by the Robison-Patma 
Act”? by Ralph D. Cies which appeared in the Spring, 1939, issue of the Harvar 
Business Review, the statement, “The pricing policy of Standard Brands, | 
against which the Federal Trade Commission at the time of the writing of t! 
paper was to issue a cease and desist order, illustrates this point,”’ was incorr 
This statement, which was made on page 352, should have read, “The pric: 
policy of Standard Brands, Inc., against which the Federal Trade Commission 
the time of the writing of this paper was considering whether or not to issue 
cease and desist order, illustrates this point.” The source reference to Exhibit 
page 353 (also referred to in footnote 4, page 355) stated as “‘ Report of 
should have been Report for Chief Economist on Investigation of Alleged Discrim 
tion in Price Differences on Sales of Bakers’ Yeast by Standard Brands, Inc., 


‘4 - } 2 — 3 Sow Pe x a 
Standard Brands of California. 
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He's Carrying Quite a Load 


Taxes are necessary—you couldn’t run a City, state or 
government without them. But they do mount up. 





Fact is, a considerable part of the money you pay us for 





telephone service goes right out in taxes. 
Bell System taxes for 1938 were about $147,400,000— 
an increase of 56% in three years. In 1938 taxes were: 








Equal to about $550 a year per employee 





Equal to $9.50 per telephone in the Bell System 









Equal to $7.54 per share of A. T. & T. common stock 















S¥s2. 2m 





ZELEPRCHE 





BELL 






You are cordially invited to visit the Bell System exhibit 
at the Golden Gate International Exposition, San Francisco 
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AMERICA IN 
MIDPASSAGE 


by (Aarles ‘A. and Mary R. Beard 


authors of 
“THE RISE OF AMERICAN CIVILIZATION” (*) 
“Encyclopedic in detail, original in interpretation, bold in judge- 
ment, it is characterized by an astonishing breadth of interest, by an 
alertness to new points of view and new techniques, and by an 
unflagging vitality that permeates each page. The Beards hav 
given us both facts and conclusions.” 
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‘To say that it is a worthy **A brilliant and balanced anal 
companion of The Rise of ysis of the political, economic 
American Civilization is inade- and artistic forces shaping a 
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at all bookstores $3.50 


(*) RISK OF AMERICAN CIVILIZATION one-volume edition 
$3.75; two volume, uniform with AMERICA IN MIDPASSAGE 


$7.50 


THE MACMILLAN COMPANY 


60 Fifth Avenue New York City 
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SOCIAL CONTROL OF BUSINESS 


By J. M. Crark, Professor of Economics, Columbia 
University. In a completely revised edition of this stand- 
ard text on social control of business, the author discusses 
the ‘““New Deal” school of economic regulation and its 


lication in America, contrasting results with theory. 


SECRETARIAL EFFICIENCY 


By Frances A. Faunce and FReperick G. Nici 
comprehensive, practical manual of secretarial pract 
covering the why as well as the how of the secret 
many duties and problems. Interprets in the larg 
in detail, what the employer expects his secretary 1 


to know, to be. 601 pages, illustrated, $3.50. 


PUBLIC RELATIONS FOR BUSINESS 


By Mitton Wricut. For business men and _ public 
relations men, a complete picture of the practices that 
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the public to their support. Shows how to “tell the 
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SOCIAL SECURITY IN THE U.S. 
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* * * 
HIS is the real SITUATEDinhistoric 
New England—the Copley Square, facing 
atmosphere of gracious its lovely gardens, and 
hospitality, the dignity of flanked by world-renown- 
old traditions with the ed Trinity Church and 
of cordial welcome... the Boston Public Li- 
* * * brary—a hotel setting as 
You Feel it when you enter one of the distinguished as any in 
ful bedrooms—the spaciousness, the well- the world. 
furnishings, the feeling of restful quiet. 
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of thoughtful ser- 
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with all the modern 
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pleasure of living... 
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New York Office: 521 Fifth Avenue, Murray Hill 6-2386 







THE MAYFLOWER - WASHINGTON 


R. L. POLLIO, Manager 






































INTERNATIONAL BUSINE 


$90 MADISON AVENUE 


HARVARD BU 


Executives interested in obtaining 
detailed reports concerning their 
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